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PREFACE 

Althoai^ tills book ^tras 'written -with the objeot 
of explaining the intr^paoies of Oarrenoy 

and £xcjiange in language as supple as possible for 
the enli^tenment of tiie general pnbHo, it may, 1 
hope, prove of some use also to college students 
b^finning tkeir courses in economios. It is a matter 
for gratification that the Qovemment of India has 
kindly undertaken to offer it to the public at a priea 
which would hardly have been possible through 
private agency. iC should be deiur]^ und^stood that 
the opinions expressed are "entirdy my o'wn, and 
that publication by the Government Press does 
not imply that the matter contained iu tlie book has ^ 
any official status. 

Several ^chapters 'were written in SitnlR during 
the summer pf 1920, and the remainder during the 
later months of the same year in Allahabad. Fun- 
damental changes were being made in the currency 
system as 1 wrote ; and the cop^ had left my hands 
for the press before the * amalgamation of the 
PresMmicy Banks took effect on the 27th January, 
1921. These facts must be my excuse for the in- 
adequate treatment of the Imperial Bank, and the 
relative prominence given to the events of 1920. I 
jregret tii^ ddsys in proof-reading and in printing 
-which have kept the volume unduly from the public. 

. To tiie S^’ble Sir Malcolm Hiul^ and 
iWwMic ft Depi^rtment I ajp for 



utfoimation and assistance, has jgrdiidy 

lij^tened my tasl^ especially in the ccdlectian 
statistics and illnstrative materiaL I should like 
also to ac^owlcdge the assistance given me .by- 
Mr. D. S. Dubey, M.A., Lecturer on hlconomics at- 
the !Ewing Christian Coll<^e, and lately'^’^l\olar in 
ISconomics in the University of Allaha bad ^ 

The reader who wishes to follow the subject to a 
more advanced standard may with advantage refw 
to the books and Government publications, of which 
a list appears in Appendix V. 

H. S. JEVON». 

Allahabad, 

SSth November, J9SJ. 


PoSTSCBIPT. 

I have taken the opportunity olfered by a final 
proof to add a ’few words about the condition of 
exchange in 1921 and 1922. 

Aluahabad, 

31st May, 1933. 


H. S. JEVONS. 
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INDIAN MOONEY AND WEIGHTS. 


For large sums of money the Indian system of nmnbm 
is Used : — 

1 lao {Ukh) = 100,000 ; written 1,00,000. 

1 ctore {krof) = 10,do0,000 ; written 1,00,00,000. 

1 orore s 100 lakhs, 

CuRUKCT Uniis. 

12 pies = 1 anna. 

16 annas mx 1 rupee. 

The pie, one-twelfth of an anna, should be distinguished 
from the ** pice which is S pies or one-fourth of an anna. 
The pice is a current copper coin, but is pot mon^ of 
aceoimt. 

Wbxobiib. 

5 tolas =s 1 chattack. 

1 6 ehattaeks s 1 seer. 

40 seers = 1 maund. 

1 tola weighs 180 grains (English), and 1 maund 
82f lbs. The seer is equal to 2*0572 1^., or just iinder2lte; 
I os. ' 



;M0K£7« banking AND SXOHAITGS 

IN INDIA 


CHAPTBB I 

THE OBIOIN«/)F MONEY 

IfoKBT is something we are all familiar witl^ 
becanse every day we handle it in all the oouhaaon 
business of life. We are pud for our woxb in 
numey, or we sell the produce of our fields for 
mon^. We go to the bazar and pay out rapeeB^ 
annas and pice to buy the things we require. We 
are so familiar with money that we think that we 
know all about it ; but there we are wrong. Many 
strange things were brought abjtot by the reeqat 
jmeat waj » and tha diati| rhnr'*rT 

J a, fry tbn p^ft in all countriaa o f^the #orld are 

JMae at its . 

shown that, whilst .we know very well what a piee 
qg a rupee is, most of us do not know what will 
hspfpen if tlw quantity of mimey in the whole 
eouttiry «hai^;eB, we do not know what it is tbai 
eansea the pclaes of goods to dbange ; so that whfist 
a ru{N»e waadd buy 12 seers of ^wnar before the war, 
or 8 aearO ta gar. It wiB now bor only T seers of 
Joviiir ^ 8 of $wr, or Isos. 


m OBioxK or ifoirar 


•* 


' * When, we come to think abont monejr in ili0 n^Npit 
ih&t is to say, all the money used hy sH'ihe i>m|Is 
in Indi^ we find that it is far from simple to under- 
stand. ^^vernment has made itself responsible lor. 
coining^ the money »anted in fte ooimtry, he- 
oanse thereby it oonfess a great benefit .on liw 
peopl^ At certain times during the war mweli 
difficulty was experienced in providing sufficient^ 
coins of different kinds to meet the demand of the 
people, and it was necessary, therefore, to otudy 
very carefully the question of the nature of money 
and to discover the reasons for changes of priees 
whufii seemed to take place without anybody doing 
anything to make them change, or knovdng why 
they (fiianged. 

This book has been written to explain what 
money is, why Government makes the money for 
the whole country, and why it has befn obliged to 
make certain changes as the result of the war. 
latdr chapters will answer the question why prices 
have risen. 


Money is needed in order to fwnlita te 
-diange of goo^p. We always want to give away 
things of which we have plenty in order to 
o&er things of which we are in need. If we do 


not possess goods whicfii we are willing to ]mrt wfiit, 
^oa we work for some employer and obtain in 
exidiange the food and other nsoossnty thing * at 



"""I. .. Buhaniw 

generally made m terms, of gsrai^ «b4 # 


I' 

w§ga9 Woaa m gniui» jitwt j^A 

«f^v«o i^dd M i 3 ^y 'Ullages at proAiB^j^^ 
Sifilt ynwr iBfBosnwiiffiit to maka aS {iianiflwii 
In if .a amn wanted to bay a oow»^ 

to#nd;a aim wbo had a iMgi^ and jiba 'vms^^rmitSi 
gndn f.md be bad to nieaanxe out to hhn ionie 
lambreda of seem of grain in payment for ^e bom 
^li^em being no money^ a rich man was one wbo 
*luid many oatfle, or great stores of gmdn.^ Bow- 
nobody wanted to great stoma ot gain, 
more thaa he and his family coisdd posidbly eat f and 
80 men ex<dianged grain for otiier thbtg^ whklt 
warn aseful or beautiful, such as brass and imif, 
or sUvor and gokl. It became the businesa ionto 
men to tidce ^e ores of these metids out of 
and of other men to obtain the' 
fmm them by fire ; and in exchange for these 
amtala the porkers received payment in grain, im 
ndihb they lived. 

-^^r^ody likes t o have iron t |i r aes. .^faeoan^ ^ 

ye lmt^al . If a bania, for example, _ 

btty salt from a distant place Jto sell in his 'viUago, 
.l^..aos]d send . grain ,a long distimee, perbapa 
tb**o hm^S^ kos, because it wonld 
jm^ te oarry grain so far. 5 fii< 3 KS 82 i 


olHdar 




Ite ^ ^ 

was either in little bars ornaments, or was xasitBiy- 

“ IgiSLsOlii. 

as it was obtained from the river bed by washind 
the sand. It was difficult to measure aoenratelw 
a quantity of gold or silver in these forms. ThUj 
man who was sending silver to buy things had to 
weig^ it out carefully in scales, and the person 
who was receiving it also had to weigh it. Not only 
was this very troublesome, but disputes constant^ 
arose as^to the true weight of the gold or silver. - In 

li^^so^M to^gyjgBtjffispnteg, it becawthe cuatpih 
a lOTg Iffiie ago for ^ 

,15^ 

aaa^ These bars being always the Biune 
weight could be counted out in order to make up the 
quantity agreed upon for the purchase of the goods, 
ni-dispo^ persons used to (ffieat by mbbmg some 
of the metal from the bars; and others made imihl' 


tion bars of metal of inferior fineness 
ih*! iriiiy>H floai_ Tt bocame necessary to regard 
moM ^as very serious offienders, med in man} 
eouati^s they were punished by death. 

The king found it very troublesome to 
the laws , to prevent peoide {torn rediu^ ihi 
plgoli and silver In isind 


t 


-m inrtlierf ti^osape tliey wnld do to 
dijiiQi^g of ilie r gflid 

k was itoKM^Hie effcart to ^^sat 
fnng and nxblmig of de bars tibat coins wans ia* 
vested; 


first i dea was to miilce tbo gold- and sihrer in 

TO „^P1 

w^le of one side of the plate of metal. Mainr of 
ti» g^al. coiM ;wem.jaBftEe ; and ilie Ooiakii. 
pari pice, which are still in use in many villagcMl 
of the United Provinces, ^e a relie of |higJldnd _<i^ 
primitive coin. Square coins are not convenient, 
however, and they ten d to wear away at •the cor- 
ners, so the next idea was to makejjjj^yygjj^gwj^ and 
a round seal of the same size was impressed all 
over one side. This left the other side without any 
impression, qo that evil-disposed persons could still 
reduce the weight by rubbing, alienee mercdiantB 
still found it necessary to weigh |bie coins lest they 
shouhl^ be defrauded. H^m^aj^se Uie practue 

wjlSii.... For many centuries these were the best coins 
^t were put into circalation '; but it was still 


liQssible to make a little ]^ofit by rubbing gold or 
sUver off the edg^ of the coins, and tbia led to the 
practice of protecting the edge of coin by what 
is caUed “ adlliny.*^ 

. g yon loolc at a rupee you will see that on one aide 
g U dsstgu wilh .tite .head of> the. Kmg-Shnperor, on 
^ 'usi^ lidt ia a di^ ^^ 


9m mmst 


kdtkb" in English and Urda, addtei ihe.ad^ k 
roughened jritii straight lines draum aoross it> ab; 
that if any of the metal were to be rubbed or cot 
off, the smooth surface would be easily seen. 
rupee when it is.coined in the mint is made bp tiui 

ifs^tiie design on the front or back, or the iifdUhig on 
the edge, ha#%e<m rubbed away, it nnist we^ leM 
than one tola. So long as the original designs eaa 
be'Seen, the weight has not been muidi redoeed, 
ItOWever, and for all practical purposes it is still a 
good rOpee. 



OHAPnBU 

COMB AND CDEBBNOy SYSTEMS 
Is Sie'lfuit chapter we saw 

disided into pieces of weigh t They waaa 

staaai^ with a '^esTg^nTmoi^er to prevent f ran* 
^lent redaction of weight, meh as to<A place when 
bwfs or in^ts of metal were in oironlatioa* The 
very g^reat convenience of coined money has led to 
its nniversid^option in all countries. Ceins are 
nsnal]^ round and flat like the rupee or the pice ; 
lipt they have been made of other shapes, such as 
sonare and ovaL For many centuries past coins 
have been made of three metals — gold, silror aag 
copper ; but the copper is sometimes used ip ^e 
foraa of the mixtures bronse or brass. In veoait 
Mmes i^kkel haB _come to be largely Tl»d iP mflUT 
eountriesjb pkee elbronae 
Xa every civilised country in modem times a 
amdNar ^ dilSerent.,<^inB of different values are in 
eipniiMicn ie^etlier. ,Pie8e have certain relati< 
to,, one aso&er wll<di are flxed %law ; and 

as established by €k»vem- 

^ trittia, :n,C<w 




eoiiis eompoi^g . a curreney system 
or feur sHvei^ 

m' 




COINS AND OCBBENOr BTSZEltS 


* We most now understand two words indioaiiBg 
the legal relations of coins, 
and token mones:^ A y )m is said to ^ 
money w hen it is freely colnecl Iby Soveniment iii 
nnliimted "qnahtifieST'as required. The factory ill 
^pmch coins are made is^ called a * Vmint.*l Cktv-f 
grnment may either coin the bnllion"w hi^ i1^ pi^ « 
Shases h^ giyijiff coined money iti f-rnh ange , or it 
may idlow its mints to be open for the making of the 
standard coin, either of gold or silver, from bullion 
brought to the inmt-.by privi^jSe.jjejrjona. A smalll 
charge is usually made for assaying the metal 
before accepting it, and for coining. The essential 
part about standard money is that Government 
undertakes to coin it in unlimited quantities !f 
bullion is brought for that purpose to the mint. 
The standard coin is simply a small round piece of 
bullion made always of exactly the same weight, and 
certified both as to its weight and fineness by the 
impression upon all parts of it being sharp and clear. 
Btandard coins cannot therefore differ in price from 
bullion of the same metal excepting only by the 
cost of coinage. Small jewellers and o thers who 
cannot p urchase bullion in the market find 
melting up of^stw^ard coins Ihe CMies^ way of 
rau&^E£a|g“their r^uiicmgSitBi;:''' - ■< * ' 

In Ilearly all countries of the world the stanoand 
^jooins consist of gold, and tiiese countrtes are aafd, 
therefora^ to have the gold standard. TJnfortalt- 
ately most countries have adopted standard 
Doins of differing weiglri and ilpihesS. 



OOilStd AKD CftJtt&BKOS' ffinKOlIB 


JEhg^sh •aovereign 123.274 grains, and 

sists of gold devsn-twdf ths fine, so that the 
of pare gold irhiifii it contains is 113.0016 giraiuk 
Since there are 480 grains in one ounce Troy, ilie 
mit in wlisdi precious metals are hon^ and sold 
in England, we find that thero are 3.894 sovereig&a 
minted from one ounce of standard gold ; and tfala 
gives what is called the ‘‘ mint price ** of gold, 
which, stated in pounds, shillings and pence, ia 
£3 17s. lOld. JWhen we compare the standard coins 
of different countries we do so on the basis of what 
is called ■ the **mint par*; or “ pari^’^ which 
simply means the number of standard comsTof oni 
country which is equivalent in weight of pure gold 
to the standard coin of another coimtry. Thus the 
weight of a franc in France is 4.4804 grains: and 
this divided into 113.0016 grains gives 25.2215 as the 
number of francs which are equal to one sovereign. 
Similarly the gold dollar of the United States 00n« 
tains 23.22 grains of pure gold, and the mint par, or 
" p^ty of exchange,” is ^4.8667 equal £L 

. Jroken money, o n the other hand, circulates only 
force of law and custom ; and it differs frmn 
standard money in two essential feajbores. In the 

.ttttr^M^ V8]]l« M^baUiaojQ much leafl than the 

' toldia cmn in fact merdy represents a certain frac* 
H/mi part of the standard coin, one^uarter, oaa> 
vt p^du^ one<twentieth.part, so that tlsi 




doaiiiB tmssNcr stistBkB 


oskal quantity of metal it contains does not matter. 
1%e second essential feature of token money is 


'(!(^am quantity* of small chanp'o is warned every- 
irtiere in town or in country. If tiiere is too little 
small money in circulation, people find difficulty in 
getting change and buying small quantities of 
tilings. for everyday use, and merchants in the 
hasar make a charge for changing the larger coins. 
On the other hand, if tiiere is too much small money 
put into circulation, people have more of it than 
they want; they find it troublesome to carry about 
and are eager to pass it on to others. Consequently 
it may fall .to a discount, as happepd a few years 
ago in southern China when pieces representing the 
tenth of a dollar (the standard coin) were issued in 
BUifii vast quantity that people had too many of them 
and they became in fact worth much -less than the 
tenth part of a dollar. It is obvious therefore that 
Government must limit the quantity of the small 
money which it issues. 

53ie currency laws in each counti^ define the 
coins which shall be legal tender. '^^ney is said 
to be h g^imder acco^ng to law w^n a per g on 
It bo!^ to accept it in Satisfaction of a id^t if 

ill India the silver rupee has^ 
itiways been legal tender to any aynomit. 3Sie' 
sovereign was made legal tender in 
m idiw, bwt tim five-dbll^r Igic^ pis^ 



copis ANP CPBBBNCY &tB3!W 

States is, not legal Jmde r. no r 
rppee ” ofc Hyderabad &l»te^ ~~ T!Ee sqltoSSm^ isohM 
are limited is to say, they pi^ 

be tei^ered up 1;o a certain sum only. If a debt 
is above. Jlftit amount, the creditor can refuse to 
accept n^re than .the lifuit in fbe settlement of 
any one debt. 

It was explained above that a standard coin is 
really a small piece of bullion, the weig^ and fine* 
ness of which has been certified by GK}vdrn]nent. 
Coins in their circulation pass constantly from 
band to hand ; they are thrown into boxes and 
shaken together in bags in the course of being 
carried from place to place, coins 

suffer from wear, that is to say, a sm^ amount of 
the n^tal is rubbed off the surface ana dis ag^ ajw 
jgM^[ush When corns are much worn, the impres> 
sion is indistinct on both sides and the edg^ is 
rounded. At the same time the weight of the c(ri^ 
is reduced. The natural wear of eoku in eireidar 
tion cannot be prevented, hpt- f^'^yn dnlent rednetig p 
of weigh t, which is s ometimes practised, is Punisj^ 
able bv Taw , ^w lhat coins, we pr<^nGed w^ a 
design perf^tly exeented, it is easy to deteot If 
some of the metal has been filed or ml:d>sd ofi^ hnl 
ip former timesHt was not so easy to d^not Ihh 
means of defrauding the public. A small! aim^unl 
gold and. silver was rubbed off eaoh ooi%; and 
%ese wer^then passed on into cirenlath)a». tikssi 
< bemg the same as before ip mahhog ^ypfg||| 
Jil Ihs pul^ f mr. pmrebasmg - 


It ooiKs jjsay cobbbnot sfsnoa^ 

* * Nov, the advantage of ooSna is that the ,lro4h3o 
of veigbing gold or silver is avoided and payments 
are mwie by the simple counting imt of coins. 
Money circulates therefore by “ tale,” or number 
of coins, everylxjdy accepting the coin of full 
weight. If coins in circulation become, mxu^ 
reduced in weight by wear or by frandnlmit 
nractioes, there eome s into operation what is known 
fMT Gr*»<»hflTn*B Law . This is a statement of the 
g ^'er aliy 'ohHei^ fact that full wei^t and light 
weight standard money of the same denomination 
cannot cirenirite together. Although the public may 
treat full weight and light weight coins as being of 
the same value, *and generally must do so, there are 
men whose profession it is to deal in money and in 
gold and silver, to whom full and light weight coins 
are very dijfferent. A few men belonging to the 
dass of shroffs, banias, goldsmiths anduilversmitbs, 
find^ that they can derive a profit by abstracting 
the full weight coins from circulation and passing 
on the lis^t weight coins. Bemembering that we 
are considering standard coins only, we see that it 
is only the full weight coins which are fully worth 
their bullion value : the others are in a very slight 
degree tokoi coins. Oonsequexitly, the full weight 
coins an selected and melted up into bullion, or are 
esqporUd to foreign countrira. Where of oonm 
are dealt witii by weight and tmtei^l^ hufih^ * 
Obviously, if rupees were still staadiyrd coins in 
a man importing goods from Chinn wsidd 
wM. ^ UQu^t rupe^A rather Hhm 



OOlSt ^ COBBSNCT SYSTEUS H 


rupees, because ho yrould loaa 2 or 3 
per cent if he sent lig^t weight coin to China. 

BSxactly the same consideration holds if standard 
coins are put into circulation, of which some con- 
tain less pu^re metal than others.. Suppose that 
some standard coins were issued of which 15 annas 
was pure silver, whilst other coins of the same total 
weight and the same nominal value contained only 
14 aTiirm.H pure silver. Obviously, it is the coins 
containing 15 annas silver which would be melted 
up and-ejcported, and the metallic currency would 
eventually consist almost entirely of the less valuable 
metal. 

We can thus state Gresham’s Law in 'general 
terms, that ‘‘,fead.naaae3LAll^ 

It follows also that good money cannot 
drive out bad money. Many kings and govern- 
ments have found to their sorrow and dismay that 
any attempt to improve the coinage by the is^ue 
of many new and full weight coins only resulted in 
their immediate disappearance from circulation. 
It was these new coins that wore always melted, and 
exported, the light weight and debased coins being 
left behind. If the coins in circulation have become 


much worn, the only way in which my govemm^t 
can improve the circulation is by withdrawing the 


lilg^l^toins and. issuing full weight coins in cxdiange 
. .lUjh must be borne by Government, 
it accept light .weight coins only by 

bringing them to the. 

f sliced 
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COIKS AND CURRBNCT SYS^TSMS 


tnake a praoilce, therefore, of witbdrawij^s; 
coin from circulation and bearing the lass entailed 
in melting up the light coins and re-coining then^ 



CHAPTER in 

^ir 

DOUBLE AND SINGLE STANDARDS 

, • 

Tw former eentnrie a silver coin s were the ptoad - 
ard naoney in n early ..all, coun tries J’if® 
worllcL ' ^£e only tol^n money cons isted of copper 
eoinsr Gold was coined in many countries and 
goISTcoins were in circulation to a certain extent. 
The golld coins wore also standard money, because 
they were coined to an unlimited extent, and were 
always worth their intrinsic value as buMon. In 
those days, both in Europe anil luTnSIl^ both gold 
and silver coins could be luelted up for bullion with- 
out loss. In certain countries a legal rate of ex- 
change between the gold and silver coins was fixed 
from time to*time by ordinance ; and in such count- 
ries there existed then wliat is called the “ dpifblo 
Much difficulty .arose, however, from 
this system of having standard coins of two differ- 
ent metals, both gold and silver, in circulation at 
the same time, because the rate at whidi they ex- 
changed for one another was liable to sudden fluc- 
tuations iu accordance with the price of silver in 
terms of gold, or, what comes to the same thing, 
theprice of gold in terms of silver. 

vras ^ state of affairs in India before the 
year 1835. j^esides Ihe various silver coins, there 
wers different gold coins in <drcnlation, known as 
l^Npo das and gold mohnrs. A tMuroda was a very 


ia DOtiBtiB AiTD smaus srntDjuibd 

Bmall gold coin about the size of the silver fiour- 
anna piece. The gold mohur was a ihuch larger 
coin covered on both sides with inscriptions in the 
Persian character, and of about the eeme wei^^t 
as the modem silver mpee!!^ These gold coins used 
to exchange for the dLffcreni kinds of mpeeaat rates 
which varied from time to time according to the 
scarcity or plenty of gold and silver. The English 
Governor would fix the rate of exchange between 
the gold and silver coins, but the Nawab of Arcot, 
the Nizam of Hyderabad, and the French |}ovemor 
at Pondidierry, would fix different rates, each 
according to the plenty or scarcity of gold or silver 
in his territory, the rate being altered so as to 
attract the kind of money desired. «^he rate of 
exchange actually depended a great deal upon which 
kind of metal Iho cultivators preferred for jewellery 
or hoarding, on the requirements of tiie merchants 
whp wanted to send money for long distances, and 
on the occasional large disbursements of silver by 
the Mughal and Euibpean armies. Li times of 
internal warfare, when the soldiers and the tax 
collectors took all visible wealth, gold was in greater 
request than silver, because, for a given valne^ it 
occupied less bulk and could be the more easily; 
hidden. In peace times, however, the oultivators 
preferred silver for jewellery. 

([^he foreign trade of the English, French, Dotch 
a^ Portuguese was sometimes bringb^ silver fnio 
the country, sometimes gold, and sh&ethn^ tak- 
ing ayray gold m paym^ for goods. JFpr, |i|L 



akd: smauB WAmK&sbs ll’ 

^«88 caiufies one metal or the other was f-rSqjIlSliifly. 
getting sefttoe in a particular territory ‘j so tijo rate 
of exchange would he altered to attract the metal 
back againw' It was only the professional money, 
changers and banias ■who unders^pod the rates ot 
oTAiiinig ft between all the» different coins, and be« 
came aware punctually of the changes in the legal 
rate between gold and silver. The unfortimatO. 
cultivators and the ignorant public in general wwfe 
therefore constantly being cheated. Unscmpnlons 
mongy. changers would deceive them, booanse if 
was very difficult for the ordinary person to find 
out- what was the true rate of exchange emsting 
at the time. « 

Exactly the same state of affairs exi sted in Euro pe 
two hunar ed years ago. In England it was 
brou^irto an end ^ly adopting the single standard 
system and onaking gold the only standard ^iv« 
Such a ratio wm flxeTTo'r the silver c^ it 
became a token. The first step towards this was 
when the guinea was rated *at 21 shillingB in the 
year 1717. As this was rather higher than the 
market price of gold in terms of silver (which was 
about 20i shillings for the guinea), it became ad- 
vUntageous to pay for goods imported into England 
‘by Exporting silver rather than gold, so f^t 
England came to have mainly a gold currency. 
.®h^o.wete rmturally slight fluctuations from time 
. ,to in market ratios of gold and silver, hut 
, |l|^ ^nble system cputinu^ throughout 
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isStSfexample of t£e opera^^5" ol Cff X5?w. 
XoTliSlS, after the' end of the long European 'wars/ 
it was decided to reform the English oorrency sys- 
tern, and the present system was adopted,, in whidi 
gold is the standard metal an^the sovereign the 
standard coin. The weight of ^he shilling was 
reduced slightly relatively to the sovereign so 
that at the legally established ratio of 20 shillings 
to one sovereign, the shilling became definitely 
a token coin ; that is to say, it was worth more 
as represeiuting the twentieth part of one sove- 
reign than as a piece of silver bullion. The gold 
sovereign could in fact then buy silver bullion 
equal in weight to 21 or 22 shillings. This change 
was made in order to protect the currency against 
the possible rise of the price of silver, which would 
lead to its being exported again. That was how 
the English Government finally settled the diffi- 
culty of the constantly fiuctnatiiig rates of exchange 
be^een gold and silver. 

VTl^o* Indian Government, however, found differ- 
ent circumstances prevailing, and adopted a 
different plan. At the prevailing rate of exdiangaj 
between gold and silver, gold had already 
oome vwQf scarce relatively to silver in sonthsial^ 
India. At the same time there was great 
•ion in the silver enrrency. The stindard waoaf 
in the north of India had always oonidtfted 
|i^ees, but these wei^ of somen^t 
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weigjtt in tbe different provinces, la. 18X8 ^tha* ' 

“if on e tola (180 grains) M.atendaTd»..S^bil^^ 
la^'acactlj the'" same as the pwsent rapee 

j^rt’s oim&^Sa had rupees 
of va!n 9 U 8 w^lihtB and fineness. [When trade 
took jdace betwe^ different parts of India, eal- 
dilations had to |w made according to the kind «f 
rupee in which the price of the goods was to he 
paid, for rupees of various kinds were used in pay- 
ment, and they had therefore to be weighed, and 
were simply treated as silver bullion. This con- 
was ended inj.8 35. when the Govemnw:^ of 
the East India Company passegTan 

ras rupee the only standard coin thro ugh- 
Dut the whole of India. Ever since that day these 
ipees mone have been coined. By the same Act 
gold was demonetisod and gold coins were no longer 
legal tender money. Silver rupees alone were ac!^ 
cepted in payment of revenue and other Govehir 
ment dues. Thus the single silver standard was 
established in India ; and this currency system 
lasted without any substantial alteration until the 
^year 1893. 

'!Qie idea of the double standard was by no means 
diw ^ H owever ; and at various times proposals 
^re made for again introdumng gold into circula- 
tion. The Act of 1835 had authorised the coining 
at the Oon^pany ’a mints of a gold mohnr of the same 
wdf^t and inenesB as the rupee. This was worth 
«?Moia 9 ieiy la 15 j whilst 6 and 10 
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Mrresponding roughly with the half-sovereign end 
sovereign, wore also coined. Only small quanti- 
ties were issued, however, as they were not legal 
tender. In 1841 a proclamation was issued autho- 
rising treasury* officers to receive these gold coins 
at their face value ; htft in the later forties there 
was very little gold in circulation. T^e great dis- 
j»ft Y6ries of gold in California and Australia* aSout 
1851 led to its being feared that there would he a 
great influx of gold inio India i^an d* the r^ eipl o f 
gold aL thaJa^u nes waLji iffimtiBBed/. The ac- 
Jual depreciation of gold which resulted from these 
discoveries was much less than had been anticipat- 
ed, so •that attempts were made again from 1859 
onwards tQ_ QsteBd-tbg-.uae. af gpldw.ooitta- Govem-J 
ment decided, however, to issue paper currency 
instead of attempting to put gold into circulation 
as l$ignl tender. • 

1864 an important step was taken in authoris- 
ing the treasuries to receive English and 
‘Australian sovereigns and half-sovereigns in pay- 
ment of Government dues at the rates of Bs. 10 
and Bs. 5 respectively. When available, sovereigns 
and half-sovereigns might also be paid out of the 
treasuries to persons willing to receive them in set- 
tlement of claims against Government. In aofnal 
foot, this did not bring sovereigns much into nss^ 
for at (his time the price of silver was begimtilig 
to depreciate. Consequently in 18^ it was i&oti- 
ded that the rate at whi<fli soveripagns and half 
SA$|^igii8 yrould be received at pablio treasniles 
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votdd be Bs. 10-4>0 and Bs. 5-2-0 respectively. It 
is vrorth while referring to the beginning of Chap- 
ter X (page 118) in order to note how ttiis ratiiig 
of the sovereign corresponds with the foreign ex- 
change rate, which is calculated from the prevail- 
ing market rate of oscliango between silver and 
gold. * 

In 1871 the gold price of silver and the rate of 
exchange on London began to fall steadily. Far- 
ther proposals for introducing gold into circula- 
tion were made, but again on the double standard 
basis ; and the Oovemment of India definitely 
rejected such proposals in 1874. From this time 
onwards, one party strenuously advocated the 
closing of the mints to the unlimited coinage of 
rupees, and another party advocated bi-metallism. 
“ Bi-metallism ** me ans a double &t p.T|da ^ d 

a fixed ratioAetwoo^ «oid gnd silyfiT# Sthiob 

i gppid be m^ t^d 

all the principa l <mantiies of the world passing 
iSmilar lawB to regulate the relative values of go ld 
and silver. 'Jn spite ""of several Intemational 
Monetary Conferences being held in Paris, no 
aggemnent was ever come to between the principal 
ntd^ons of the world as to the rate of exchange 
between gold and silver to be universally adopted ; 
and as India could not act alone, tbe policy of bi- 
^etallism dofinitaly abando ned af ter the 

gail nre o f^ the Conference of . 


CHAPTBE IV 
PAPEB MONEY. 


In the last chapter we 4mw how the cacaire^ sys- 
tems of civilised eoxuitries ai;e established, there 
ll^aS^ 15 Pins^-X»f one metal, gold or silver, 
flilJlt^iarlj^paey-and fjeieraJLfitbssc^PSlS^^ 
as tQk en money to yopraaot^^ pnrtfi .af 

the standSnStoowu In the present dmpter we shall 
see that the currency system does not consist tally 
of metallic money ; but in most countries includes 
also paper money, the use of which is regulated by 
law. 

From very andient times it has been found that 
various things can be used to represent coins, 

tbfluIWOpla, 

or by the.^g pr 

tibat effect . For example, in many countries wmaH 
pieces of leather were used, impressed with the 
king’s seal. Pieces of wood axul small fiat jaeces 
of burnt clay have been used. Ojifaf tsm 

appear to have been the first to usepS^ 
|c%reseht 

jof years ago. Europe pap^ mtausy ku been 

regnlaxly^ in use for the pastfibree hundred : 
bi^ in foclia unmo^ iWp^ 

I rol®* ■ 

V I^aper money is issued in foam oIa^tIIi^Is^ 
rsads as a promise to mur 4ee /baii^ 
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A 

a oertain amoont of the standai^ naonoy of tho 
country on demand, jn many con ntriga ^nl^. 


Banks of Bengal, Bombay and Madras n^ro per* 
mitted to issne notes from 1809, 1840 and 1843 
respectively nntil 186^ Wbm a ban|;,yailar*liOv-> 
over, its baoknotes beccnne worthless, or nearly so. 
There wore mcmy oases in Europe and America 
ndiere banks fmled to pay their notes on demand, 
that is to say, immediately they were presented for 
encashment ; and simil ar difficulties had oconrred 
in 3^ di^ GoveramSttT dciSred" {o'shp^Iemehr* silver f 
"by the use of some other currency medium, so as| 
to lessen the demand upon the world’s supplies of 
silver and avoid locking up too much capital in nn*$ 
productive u^s. It,jrM,Omidered_mDUB^^ 
tQjnttodiice gol4 into 9 irgnlatiQB.m Ii^^a; conse- 
quently, the only alternative left was to popularise 
the use of paper currency. As the Honourable 
Hr. James Wilson, Finance Member, said in 
’ his speech, introducing the Paper Currency Bill 
in 1861, the object at which Government aimed 
would be accomplished (0^ having recourse to a 
souUi^ well regulated paper currency of general 
appBeataon to the whole of India, and at all times 
easily and readily convertible into the coin which 
' It representa**« paper currency so well seenred 
> thid; can safely be made SkMgal tender in all 
thaiisaotimiB tiitomdbnt Ihdia.*]^ B would not hats 


allowed _„^i jioe jro<^Bote8^,^^er , st^sHagp- 
lation by Government fFrom 1770 onwards, several 
private bankB ifisuea notes m Bengal ; and the 
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'been right to force the notes of banks iipoh the 
public in India ; consequently, Goyemment could 
not make them legal tender, and the (uroulation of 
bank-notes must necessarily have remained small. 

It was for tjiesc reasons that Government de- 
cided to withdraw the •privilege of issu^g notes 
from the Presidency Banks and to undertake the 
issue of paper money itself. The arrangpements for 
the issue of currency notes were made by an Act 
of the Legislative Council in 1861, and the issue 
of notes commenced in 1862. The first “ currency 
notes ” issued, like the present ones, were promises 
to pay a stated amount ojL..silver rupees at certain 
Governmen t treaspries. ^dia was divided into a 
number of “ circles ” of msue, there being a cur- 
rency office in each circle. The notes were at first 
payable only at the office of issue, or in the head 
currency office of the presidency town to which the 
ciyclc of issue was subordinate 
It is interesting to see how the use of paper cur- 
rency has grown in India. The following figures 
show the total circulation at intervals of ten years 
from 1865 : — 

Value of cuneDoy 
notes in 0Torei< 
of rnpeea. 


7,4a 

11.24 

14,58 

80,70 

38.18 

61,6.8 

174,52 


PmraeDUge iit 
inoKue In (be 
period. 


• •• 
51 
.80 
111 
88 
67 
188 


rafo. 


3'lst Hnrcb, 1865 
Slot Marcb, 1875 

81st Mnrob, 1P86 

31 «t Unreb, irSo 
91»t IfArob, 1905 
31tt Mnnib,1916 
31ct Sareb, 1920 
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«;■ 

TBe eolmnn on the right hand shows the peroei^tr 
ago of increase during each successive period of ten 
years, ^he rapid growth of the circulation is dpe 
to, the fact that people gradually became accustom- 
ed to the use of notes in the inland.parts of India 
but also, to the improved fiacilitics for encashment, 
which were granted from time to time : for example, 
aotes^oL ten^and^Mty , de.pp^natipn jv^re 

made convertible, not only in the eijs^. pf,, isp^e, 
but at all currency-offices, and in 1911 the o^ 
hundred rupee notes were similarly made universalj) 
*ifiie last period from 1915 to 1920 is five years 
only, and the percentage rate of increase should 
therefore bo doubled, so as to compare it with the 
other periods, which makes the figure 366 per cent 
per ten years. It will bo seen that this is a much 
greater rate of growth than at any previous period. 
This is due par tly to the rise of prices, which is 
discuBs^ed in a kdeiT^aptcr, Burilso largely to tfie 
much greater facilities for the encashment azotes, 
which were proCTrifnraTS'twr iOie. note^ ' 
were then made payable at all district treasuries,^.; 
and at a number of branches of the Presidencyli 
Banks. A great improvement was the issue of one- 
rupee notes in December, 1917. followed shortly 
afterwards by notes of Rs. 2-8^0, The one-mpee 
note continues to grow in popularity and has doim- 
less become a permanent feature in our currency 
system. 

^Purrency notes of all denominations are 
ygWM | 8BOi^ afiteg/> and tha is to pay. 
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** on demand,” that is to say, immediate^ the htfto 
is presented for encashment during the hours ^en 
the treasury is open for business. The notes are 
said therefore to he “ convertible^,” which means 
that they can be turned into silver money at any 
tim^ * 

There is a danger that paper money may be 
issued in greater quantity than is required by the 
public, ^hich may cause prices to rise, and may 
eventually cause paper money to fall to a dis- 
fBOunt as against standard money. In some count- 
ries, the government, when very short money, 
has printed vast numbers of notes and put them 
into ciihulation as a means of paying its expenses. 
This is a very reprehensible practice, as it 
amounts to defrauding the public by exartmg 
from them a contribution to the government, isitho^t 
Iheir knowledge or consent. As will be explained 
Mi'll later chapter, an over-issue of pax>er money 
causes prices to rise, so that the cost of living 
greatly increases. Persons earning or receiving 
fixed incomes find their money worth much less 
than before. What happens is that the putting of 
a great quantity of notes into cireulation actuaUy 
transfers spending power from the public to the 
€k>vemment which issues the notes. If powerful 
banks make over issues of notes, the same thing 
happens ; but the command of wealth is transferred 
to the banks instead of to the government. 

Over-issues have been asade by so. many qoiintiies 
At ilUEirent that it l^oul^ used h lo^ fist tq 
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motion ^en the important oases. One of tho 
examples is the over-issue of the assigiuttSt 
or notes of the French Bepnblio at the time of tite 
Bevolntion, and other striking examples arfe the 
over-issnes of paper money by the Government of 
Brazil from 1889 to 1898, and by the State Bank 
of the Argentine Bepubho at various periods from 
1826 to 1890. 

There was no justification for these over-issues 
by the South .^erican Governments, because 
they occurred in peace time and wore due to very; 
bad financial arrangements. There is more excuse 
for governments making big issues of paper monby, 
when they are embarrassed by the difficulties of 
financing a great war. The expenditure is far 
greater than can be raised by taxation, and the 
economic situation of a country at war is not favor- 
able for raising money by loans. Consequentiy 
the issue of paper money is often the only resource 
left. As will be seen in a later cha]>tcr, this means 
of financing their heavy expenditure has been 
adopted by most of the countries of Europe during 
the recent Great War, The most striking example 
of what can happen is fumisHed, however, by thq 
rouble notes now in use in Bussia whidi have been 
issued by the Bolshevik Government. Those notes 
are supposed to represent one rouble, the rouble 
being a gold coin worth very nearly the same as the 
rupee on its new basis : that is, one-tenth of a 
sovereign. Yet the rouble notes have beCn issued 
in emdi vast quantity that a paper rouble is now 





a^ost worthless. A one-thousand rouble note is 
worth only about one pice, and the value of the notes 
is ci^tinually fallinp: lower and lower, because they 
are being printed and issued in such vast quantities 
that the Bolshevik Government will never be able 
to pay them in gold or' silver. They have become 
“ inconvertible.” This is an extreme case, how- 
ever, and is a desperate resource of a Government 
which does not know how to govern and is struggl- 
ing for its very existence. 


The Paper Currenct Beserve 


^n order to avoid any danger of over-issue of 
Indian (^irreney Notes, Government established 
by the original Act of 1861 the Paper Currency 
Besei’vc, in which a great store of sovereigns an^ 
of silver rupees is kept always id reaclniers for 
paying the notes in either gold or silver whenever 
presented for encashment According to the 
present law, the reserve may be held up to the 
amount of Rs. 85 crores in the shape of myestments 
e ither i n England or in India, of a ki nd whi^ bear 
interest, and which can be easily sold in case it 
should be necessary to ])rocure gold Jind silver for 
the reserve without delay. The rmainclw 
the reserve must consist of actual gold and silver’ 
coins held in the Government treasuries in IniBa 
always ready for payment. At the end of June, 



1921, the Paper Currency Beserve \ra8 edl^sed as 
follows : — 


i 

(In lakht of mpeea). 

a • 

2toS Mar 
19f0. 

Both June 

19SI. 

Coin and bullion’^ ^ 



Silrer c(^n • ••• 

8B,71 

66,86 

Gold coin and buJlion 

4S,60 

84,86 

Silror bullion under coinage 

4,67 

4,20 

Gold coin and bullion in Kngland 

Nil. 

mi. 

Silver bullion in England .«• 

mi. 

Nil. 

Gold in transit to India 

],42 

Nil. 

SeeuriiieB at purchase pri^es^^ 



Held in India ... ... 

28,i?3 

67,99 

Held in England * 

53,77 

8.S6 

• 

Total 

167.80 

- - 

171,75 


Let us sec what are the advantages which the 
public gain by having paper money issued by Gov- 
ernment. ^In the first place it is light in weight, so ^l' 
that notes representing a large sum may be conveni- 
ently carried, whereas one would require a coolie or 
thela to carry the same sum in silver. Also for 
the storing of money for future requirements notes 
are convenient, as they take pp a small space. 
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‘They will be perfectly safe if pat in a amaQ metal 
box, and they may be put away for as many years 
as the owner desires, because they will always be 
changed into silver when presented at the treasury, 
however mi^y years old they may be. If any cur- 
rency notes which had been hidden away fifty years 
ago were to be presented now for encashment, they 
would be paid, .pothe r great advantage of (mr- 
notes is that they may be used for sending 
money by post by the ’system of regmtration and 
inihranoe.) 

There are also many advantages to Government 
in the use of notes. Li the first place, the use of a 
great deal of silver and gold is avoided, which would 
otherwise have to be bought in foreign countrieg 
and coined into rupees and sovereigns. This will 
be understood if we consider the total amount of 
money in use in India — silver, gold and paper. It 
is .impossible to say how many rupees are in use ; 
but we ]uay assume for the sake of argument that 
the rupees in active circulation Amounted to about 
270 crores in January, 1920; whilst the currency 
notes issued amounted to 186 crores. 

The figures of silver and gold in the hands of the 
public are not really known, because so m^eh that 
is issued by Government is afterwards ‘either ex- 
ported •or melted. The above figures will serve, 
however, very well for purposes of illustration. It 
. witf be seen then •^hat the total amount of money 
nsod by the people' uf India amounts to about .4^ 
crores.. At first it would seem that 
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isss&ag paper money, has been able 
savinj? in the nse of gold and silver to 
(^186 crores of rupees. This, however^ Milling 
ease, because vre have to take into aooouaf:||ij» M^d 
and silver which it is necessary to jtoo 

Paper Currency Reserve, ae as tb en«urb.^:i)^a 
being convertible on demand. In Jamtiuiff. 1920, 
the amount of aSlver in' the reserve was 42 crores 


and the amount of gold about 44 crores, a total of 
86 crores. Subtracting this from the total amount, 
we find that there was exactly 100 crores of pajifer 
money issued in excess of the metallic portion of 
the reserve. This sum, Rs. 100 crores, therefore 
represents the amount of gold and silver Uie usb 
of whidi in the country is saved by the droulation 
of«cnrrency notes. The interest upon this great 
sum of money is provided by the invested portion 
of the Paper* Currency Reserve, and amounts to 
over 5 crores per annum. If there were no pappr 
nioney, an additional one hundred ciores of silver 
and gold would have been needed in circulation. 
This would have been doing no useful service to the 
conntr}', because paper does the work just as well, 
so that Government would have been losing interest 
to the amount of over Rs. 4 crores per annum. If 
this inbcmM were not obtained, taxation would have 
to be increased. 

As Thirds that portion of the paper eanm^ 
dreolation whioii is represmitoj^. by the 

tile ressrsi^ namely, S^jfoves of gold and 

”^r, toerb |s glsp some 
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‘liassied from hand to hand snfife r wear and a re re> 
tjttced mjveijght, so 

'IcTIS y^flS^a wn from oircnlaJU-on. and IQovornment 
then melts them up and re-coins them. In doing 
this there i» obviou sly a loss. By keeping 86 crorea 
of gold., and silver in jreserve and putting paper 
money to an equal value in circulation instead of*" 
it, the wear and tear of Bs. 86 crores of gold and 
silver is avoided. This also is a very considerate 
saying, probably much greater than the whole.soat 
of printing and issuing all the currency notes, and 
of replacing notes withdrawn because tl\ey are worn 
or dirty. 



CHAPTER V 
THE WORK OP A BA^jTK 


Banl^^ is the bnsmesa , j)£ 4eaKng u» 
fl i p ! cre^t, and In, the, ren^ittan^^ of ^money ftrom 
l>erson to person and place to jilace. The office or 
honse in wliich this business is carried on is called 
a “ bank.” The business may be carried on by an 
individual person or a firm, and these are properly 
spoton oF^s” 1m ” or ” bankers.” Such 
business is often carried on by a limited company, 
vdtich is then called a ” banking company.” In 
ordinary speech, liowever, the tP*™ “ hank ” is 
often applied, not only to the place of business, but 
also to the firm or company which carries on the 
business. 

The business of a banker is of two distinct kinds, 
which might be carried on separately, but which 
it is advantageous to combine. T |^e first cl ass of 
business is to receive money on d^osit or loan, for 
which he usually pays a small rate of interest ; and 
to advance money or make 4oans to ms customers, 
on which lie charges a higher rate of interest. The 
'sSSblsir'cEBis ofn^siness is to undertake, on behalf 
. of his Customers, the making of payments from one 
person to another, which frequently involves mak- 
ing remittances of lllioney to distent plhoes and to 
eountrfas. Pof making rcnnittences a smidl 
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nte of oommission is charged, at such rate that the 
business is profitable. We shall be concerned in 
this chapter chiefly with the first of these two 
classes of business, the second being dealt with in 
the next chapter. 

The essential feature of the business ,of deposit 
banking is that the banker is a person or firm who 
undertakes to receive deposits of ^ money from the 
^bfic and to rejiay them on demand, that is to say, 
immediately the repayment is asked for by a writ- 
ten order called a cheque. The banker must ob- 
viously be a person of good standing and credit in 
the eyes of the public, or they would not entrust 
their money to him. It is essential for establish- 
ing his credit, and to be sure of always repaying 
deposits on demand, that the banker, or banking 
company, should possess a considerable sum of’ 
capital, and he must bq ready to eipploy it entirely 
in his business of banking. 

Banks usually receive money on deposit on 
various terms. That which is deposited with them 
on such an arrangement that it may be withdrawn 
on demand is said to be deposited * * on curren t 
accou nt.*’ Some banks pay a small rate^mmter- 
est^ 2 or on the balance which a custom- 

er. has with them on current account from time 
to time ; other banks pay no interest on balances of 
thbir customers on current account because tibey are 
•ubject to withdrawal without notice. If the cus- 
tomer is certain that he will not require to ime bis 
within a, short period, he may plaee 4 cqi 
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"'jSxed deposit ” -with the bank, that is to sa^, <m m * 
aCTangemenTtoJleave it with the bank for a ftced 
period, . a eertwn n^W of mon%» 
liotice^ The banker is then in a position to use 
the money in a more profitable form of investment, 
and he is ready therefore "U) pay Jatsaceat, and to 
pay a higher rate of interest the longer the period 
of notice of withdrawal that he receives. For 
example, many banks in India will pay on fixed 
depo sits s ubjec t to thiee^moiiths’ notice, interest at 
the rate of 3 per cent per annum, foj:.,riit XttQali^ 
notice 4 per cent and twelve months* notice 5 per 
c«mt. ^ 

Tie total fund of money available for the .banker 
to utilize is made up then as follows : — 

^ (1) His capital. 

«. (2) Deposits on current account. 

[^) Fixed* deposits. 

Separate accounts are kept of course for eachjof 
these, and with each customer ; but till the monies 
thus available are mixed in one fpnd, and are at 
the banker’s disposal to employ as he thinks fit 
in banking business. The maixner of employing the 
available funds is the whole secret of safe and sne* 
cessful banking. It must be understood that the 
banker is severely limited ns to the proper use to 
which he may put his funds by the conditions on 
which he has accepted money from the publi<^ and 
wbicdi he is bound to fulfil both for his own credit 
and-in the eye ot tHe law. We shall understand the 
banler’s position .better by comparing his basinasa 
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* with that of companies which also receive moiiey, 
bnt on different terms. 

First let ns take as an example the ** hniMIng 
companies.** which are also sometimes established 
as co-operative .societies. Such a building company, 
or society, is formed by a niumber of persons who 
buy so many sharesawd thus provide a certain 
amount of capital. Voie company, or society, also 
accepts loans or fixed deposits for long periods, two 
or three or five years, but it does not accept any 
deposits repayable on demand. Its own capital mid 
toe money received on deposit are lent out to the 
members in order that they may buy or build 
houses. The loan s are made on the security of 
mortgages of the houses, and usually ihe..lpiui is 
mm ic r epayable by instalments, The company, or 
society, makes its profit by receiving on the loans 
interest, say, at 6 per cent, whilst it pays 4^ or 5 
per cent on the fixed deposits. It is in a very 
secure position, iiecause it lends only to the amount, 
say, ojT two-thirds or three-fourths of the market 
value of "Ihe house, and also insists that the house 
bo mortgaged to it. It is entitled, therefore, to 
take possession of the house and sell it in order to 
recoup itself if the borrower fails to pay interest 
or repay instalments of the loan on the agreed 
dates. * Tlic one thing which a building company, 
or 

c apital quickly . Its money is all lent out <m the 
secunty of the houses, and it is a^eed tu hs 
repaid oertain dates, and the sompaiiy aipaiot 
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g|Lthe money bade at aay earlier time. 

^et us take another example. Thare are in 
England and othejr countries many investment 
companies, or “ investment trusts,” as they are 
somenmes called. These are large companies, the 
shares of which are bought by many’persohs. ' "When 
investment trusts accept loans, it is only m tne 
form of what are called which are only 

repayable after a long period — twenty or thirty 
years. Such companies then invest their funds in 
the shares of other companies — ^railways, mills 
and various industrial' concerns. The dividends 
received from the shares are applied first to pay 
the interest on the debentures, and the balance is 
divided amongst the shareholders of the investing 
compan;^ 

It is.. a dangerous busines s f or...a JianL ty^tryjo 
act pe a building soc iety or an investing company ; 
;i^’ot many banks have failed and involved deposit- 
ors in heavy losses simply bee.- in so they have 
igmoi'^d this good rule of banking. If a banker lends 
montey on the mortgage of house property or 
zemiudaryi^lir^ten ipippssij^lo to get repayment 
of tiiie m oney just jw hen the, bank wants it. The 
borrower is not in a position to repay, and if the 
banker decides to sell the property mortgaged to 
him, ho may find this difficult. There may bo' no 
purchaser available, or the highest price offered 
may amount to less than the loan. In any case, it 
tidiea some w'et^s or months to get the sale of 
property completed, .^ain, tiie banlc^ 



THE .WOBK dl* A ]»Al^ 


ii 

ought not to act as if his bank was an investiitrat 
company by putting his funds into the shares of 
railways and industrial concerns. It is true that 
the shares of well known and successful railway 
companies, like ‘the East Ind jan B^way and the 
Gfreat_ Indian Peninsulh^^ always find 

ready purchasers ; they can be sold any day at a 
market price which is well known on the stock ex- 
changes of Bombaj^ Calcutta and London. But the 
matter is quite different if the banker puts his 
funds into the shares of a small branch line edm- 
jiany, or a new cotton mill or factory, or worse still, 
a coal mine or oil prospecting syndicate. In the 
latter case, there is great risk that the venture may 
turn out altogether a failure and the money be 
entirely lost. In the case of a branch line railway 
or a cotton mill, the money may really be safe 
enough, but profits may not be earned for many 
years, and in the meantime it would be impossible 
to find purchasers for the shares except with diffi- 
culty, and iM’obably for less than the bank paid for 
the shares. The buying of such shares should be 
left for private persons or an investment company. 
The latter puts its money into so many different 
companies that, if one or two fail altogether, and 
some others fail to pay any dividends for the first 
few years, the investment company does not really 
suffer, because it is sure to be getting profitable 
dividends from some of its shares. 

fe see then that the proper business of tbS 
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it out on inortgageaJ ^Ja3Bd.(^.bQagos> or by invest* 
ing it in industrial undertalcings. His obje ct |>^t 
fag so to utiliae.,hia iimd8 that they can be recovered 
flfto r a sho^.jnte e^ 

money. The method whU:h bankers prefer is to 
utilise their funds by ndvancir^ on the security 
of hniidjg_^ .lU]§,eiJ?;«dAahgo- ^heu a merchant 
sells goods to another merchant or to a manu- 
facturer, he_diws a .bill Qr^undi„,Xor the ^ojipt 
of the purchase money, the bill becoming due after 
a stated interval of one, two or three months. The 
bill or hundi is presented for acceptance to the 
purchaser of the goods, and when he has £icceptcd 
it the bill is said' to bo negotiable, provided the 
drawer and the person on whom it is drawn are 
both of good credit. The drawer will take such an 
accepted bill, to his banker, or if he has not an 
account with a bank himself, he will take it ^o a 

bim the dispom te^ value of it 
|m4jbpu endorse it and himself take it to the bank. 
In either case, if the names on the bill are con- 
sidered good enough, the banker will “ buy ” or 
“ discount ” the bill, that is to say, he will give the 
full amount for which the bill is drawn less a dis- 
count, which represents ■ the interest due upon the 
amount which is advanced during the period before 
the bill matures and becomes payable. The advant- 
age to the banker of this form of investment is that 
he knows exactly when the bills will mature and 
Ibcrelpre Advfmce will be paid off. If t}^|C 



*9 


TBE \roltC OT 1 BAKK 


‘sbioiild be a pressure to -mthdraw money from ibe 
bank, he has only to stop discounting new bills, and 
the old bills which are maturing are constantly 
supplying him with fimds. The same is true, how- 
ever, of any short period loans which are certain 
to be paid off at a given date, or which are made 
to persons who will be in a position to repay after 
short notice if repayment should be requested by 
the bank. To persons of good standing, particularly 
persons of high character and energy well known to 
the banker, or persons in receipt of ample fixed 
salaries, the banker will advance moderate stuns 
without security, as the borrower can easily repay 
the bank with two or three months* notice, and the 
banker can trust him to do so. In many oases, 
however, banks do not care to trust to the discretion 
of their managers in making such personal loans, 
and they require that there shall be some collateral 
semrity as it is called. If the person who desires 
to borrow from the bank can find some substantial 
person who will guarantee repayment at short 
notice, that will satisfy the bank. A very fre- 
quent custom, however, is to deposit some easily 
marketable goods as security. If the borrower 
has gold or silver, or jewellery or precious stones, of 
consid^able value, the banker will advance against 
these as security up to, say, one-half of the estimated 
value, because they can be easily sold if the borrower 
fails to repay. The best form of “marketable** 
security, however, is an easily saleable investment, 
snob aa bonds, or stocks and shares of large «q)d 
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well known oompaniee. Tlie hanker will alugavB 

a^m^«ieMnsti])aAeoujriU.a^ 

OffEY, Notea^^BarJiftaa., b<»48^ j^nnioj^Aji . afil port 
trnst loans, and 4»JP- 

jp^e>j, jmd a few big steamalup andin^natWBdjBojp 
paniea which have been paying steady, diyideads. 
The prices of each securities are quoted daily on 
the stock exchanges, which is one reason why the 
banker likes them, because he can immediately asoer* 
tain the market value of the security, and can arrange 
to advance three-fourths or four-fifths of the value, 
allowing a margin both for depreciation of the invest- 
ments, and to secure to the bank the interest which 
will accrue. 

So much then for the profitable use of his funds 
by the banker. It will not do, however, for the 
banker to pay out all his available money in dis- 
counting commercial bills and in short time loans ; 
for he has always hanging over him the obligation 
to pay money to his depositors on u<mand. He 
must, therefore, always keep a considerable part of 
his total fund in actual cash in the bank itself — 
carefully guarded in safes and underground strong 
rooms, yhe ^ead offi^ of a 
lAklMi.of and perhaps^t^jjse 

as much in (M Efih^.lpteaia ita-fitcigjSt^^ 
pTOrtainlBmopj atj»f gold coiu apd.gpld iinjbjars. It 
can pay its customers in silver, or currency notes, 
or sovereigns, as they are all legal tender, but 
it cannot offer them hundis or coins of other 
i;t Is j^vipusly unprofitable for a Jiank 
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to keep mudi of its funds in the form iif oetaal 
money locked up in safes, because 8U<^ m<mey is 
i dle and eaming^ jBQ.. Jnter6B t ; whereto if iouk 
money were lent out, or otherwise invested, it would 
be earning interest. The banker therefore keeps 
his reserve, of cash as low as he x>oaBibly,can con- 
sistently with safety, and invests a portion of his 
funds in Government Promissory Notes, Govern- 
ment loans, and other gilt-edged securities, which 
can be sold on the stock exchange at a moment’s 
notice by telegraphing to his broker. 
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BAIiANCK SHEET OF A BANK 

Havinl; seen !tn the last ^apter how the work of 
a bank is carried on, we are now in a position to 
understand th e baUmce sheet of a bank — ^a doro * 
ment whieh fa* tl||| 

tion ^t a glance . Ih the last chapter we looked at 
the question of the business of banking largely from 
the point of view of the banker himself. We 
shall now consider banking from the point of view 
of the cnstomers, that is to say, the pubHb whidh 
proposes to use the facilities offered by the banks. 
As has been explained, the two chief services which 
a bank renders are, firstly keeping safely money 
deposited with it, always being ready to pay it back 
to. the depositor either on demand or after notice^ as 
may be arranged : and secondly facilitating the 
remittance of money from person to person and from 

It is all very well for a banker to tmdertake to 
.oarry put these services. Anybody may make pro- 
mises ; bat the question is whether he may be ex* 
nected to fulfil them. This ouestion of the confi- 

bn^gggi^ There are tu^o chief ways in whidbi a 
jjafspoan «r neoapany trading as a banker may gain 
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credit : (1) by being scmpnlously careM to make 
all payments on the due date or when demanded^ 
so tb*-t he gains a reputation for always being able 
and ready to pay ; and (2) by possessing a large 
amount of property, and letting the public know 
that the total" wealth, which he owns is a much 
greater sum than what he owes — or putling it in 
technical language, t hat 

Jitigs. A company does this by publishing its 
balance sheet, and some private firms of bankers 
do the same. 

It is convenient to take an example, and we may 
examine therefore item by item the figures given 
in the balance sheet printed on page 46. The balance 
sheet has two sides, termed respectively * * Liabili - 

The Habilities of a bank 
consist of all sums of money whatsoever that it owes 
temporarily or permanently; and the assets include 
the property of the bank, and the amounts which are 
owing to it, and are expected to be paid to it in 
money in due course. The assets represent there- 
fore all the money and property which are available 
for paying the debts or liabilities of the bank, or will 
be available as soon as they are realised. Let us 
now examine each item separately, taking the liabili- 
ties side first. Here we see that the fibrst item is 
** share capital authorized ** which means the' 
amount stated in the Company’s Memorandum of 
Association and for which it has paid the presmibed 
registration fee. The ** share capital subsmibed ” 
is put in merely to inform the publio what 
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of shares has been subsoribed. The next itcttti (8^ 
diows how mnoh capital has been paid np titil 
diareholdeTB. We see^ that in this case only half 
the subscribe capital has been paid np, wbidi 
means that the directors of thO bank havO not 
tbooght fit to call npon the diareholders to pay thO 
remaining one-half of the shares for which they 
have subscribed. This remtuns as a liability upon 
the sharej^olders. The practice of leaving share 
capital uncalled is generally regarded as strengthen- 
ing the position of the bank, becanse it means that 
it has a reserve of money to fall back npon which 
can be called up from the shareholders in casS of 
neoessity. 



Bti»nee Sheet of » Joint Stoeh Bank vt 31tt Beeemier, 1919. 
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Reserve Frm4 is a little dilBoaH to * 
detstand, aad mnlit be eavefaUy diatlagniudie& 
tbe reserve wbieh is- sho^ on the assets aide. Tba 
reserve ftmd % reaHy the aeeoixralated profits of 
past years— -profits which have not been paid out 
as divid^ds, but are being«ntilized in the business 
of the bank, as if they were part of the shave 
eapitsl. It is foFthis reason that &ey are set aside 
as a resevvS fond. It woidd have made no differ- 
ence to the balance sheet, however, if these un- 
divided profits, instead of being called '‘Beserve 
Fund” were added to the amount brought for- 
eword and shown in item (8). It would then be 
Bs. 22,32,142 instead of Bs. 4,32,142. . 

Items (4) and (5) will be understood from the 
m^lanation of the bank’s business given in the 
previous chapter (see page 34). 

* Item (6) BiUs Payable means bills which the 
bank has drawn upon its branches or its agents, in 
. other places, or other countries and has sold for 
cash. These bills are sold for the convenience of 
fteople wishing to remit money, and they will have 
to be paid by the bank when presented. 

Item (7) represents bills whidh the bank has ac- 
cepted on behalf of customers — ^that is to say, 
H has prmnised the drawer to pay them in the 
Sspe<rtatiott that it will recover the amount, frmm 
ffie oiukiiners on whom they are drawn. Bt^s 
will only aci»pt bills on behalf of <mst<»ners of Very 
§(K>d credit. J^ls so accepted are undoubtedly a 
INI. the bsilk hss a|^F«ed<$Q pay bbt 
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■they are also an asmt as the cuetomer is 'eiiq^eoied 
to refund the amount to the bank. It ‘will be obserr* 
ed therefore i^t exactly the same snm appears on 
the asset side. Customers* bills ac^pted by the 
bank represent ^erefore 'what is called a contingent 
Udbilitg, that is a liability which will have to be 
paid only under certain circumstances — ^usually if 
something goes ‘wrong. « 

The last item (8) is not really a liability, but re- 
presents the balance of assets over liabilities. If 
t-be bank has been TU^bi^g a profit, the total of the 
assets increases during the course of the year re- 
latively to 'the liabilities. If no dividends were to 
be paid, then the profits would go on accumulating 
and the assets would go on mounting up till they 
became much larger than the liabilities. When 
profits are paid out in the form of dividends, they 
are of course gone from the bank and they dis- 
appear from the balance sheet. Accumulated pro- 
fits must, however, be shown. In this balance sheet 
that is done by showing the amount of profits 
brought forward from the last year, and showing 
the profit made during the present year; From 
this, however, has to be deducted Bs. 2,00,000, wMidi 
was paid out as dividend at the ratb of 10 per 
cent per annum calculated for the first six months 
of 1919 j and this balance sheet therefore correctly 
represents the profits actually in har>a at 
Bs. 18,78,716. 

TueniQg next to the' assets side, we find liliat 

HI M Sgmpfi, 
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tiifred^ parts : (a) cftsli m'haml, which inclffdk‘8 * 
tmd gold coin and currency notes ; (h) “ cadi; at 
bankers ” and “ loans at call and short notice,*' 
This bank has*^somG of its money on deposit with 
the Imperial Bank, which is a convenience for the 
purpose of clearing cheques* as will be explained in 
the next chapter. Some of its money it has lent out 
to big financial fi^s which have promised to repay 
it “at call,” which moans a few hours’ notice, or 
at short notice which means up to about seven days’ 
notice. Item (c) of the reserve is the investment 
in Government and otlior easily marketable securi- 
ties, referred to above (page 42). 

The two large items, “ Bills discounted and pur- 
chased ” and “ Loans and advances ” have been 
sufficiently explained above, as also “ Bills Eeceiv- 
able.” 

Item (5) “Bank’s premises and furniture ” re- 
lU’esents either the original cost, or the present 
estimated market value of the banI>’B premises, 
which means the houses in which are situated its 
head office and branches. The value of the furni- 
ture is also included, but this should be “ written 
down ” each year by appropriating a certain sum 
I’rom the profits of the year to represent the de- 
preciation of the furniture, as the market value of 
the fittings and furniture of the bank is usually 
niAch l^s than its original cost. 

The balance sheet of a banker tonnot be inter- 
preted in the same way as that of a trader ; for 
imre 18 a peetdiiKr feature alwfit solyeiK^ of a 
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' hanker. When a pxivats firm or trading oonqwiiy 
has assets greater than its liabilities, it is solvent ; 
but the obligation of a banker is always to pay in- 
stantly when demanded. This may prove impossible 
although the assets exceed the liabilities ; for tiie 
depositor who wants MS money back will not accept 
a part of a house, or a share in a zemindari, nor yet 
Government Bonds in payment — neither will he 
wait. He is entitled to receive money ; and if the 
bank has not a sufficiently large reserve of ready 
cash, it may be unable to pay and may become in- 
solvent, although, if it had time to realise its 
assets — that is to sell its house property, bonds and 
shares, and to recall its loans to customers — ^it would 
bo perfectly able to pay. Many banks have been 
wound up simply because they could not pay when 
the depositors demanded their money ; but the 
result of liquidation showed that the value of the 
assets exceeded the liabilities. A recent case in 
London was the Birkbeck Bank ; and in the ease 
of the Peoples’ Bank, Lahore, a careful liquidation 
extending over several years enabled all depositors 
and share-holders to be paid in full. 

The ability of a bank to meet its liabilities is to 
be judged from its balance sheet. There are two 
testa which are usually applied for this purpose. 
On tniidng back to page 46 it will be seen that the 
first item on the assets side is called ** Be- 
serve.” The total assets of the bank come to over 
Bs. 5,00,00,000 ; and out of this total about 
Bs. 1,5^<^ODO constitutes the B^erye, which eoii.- 
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aifitB of assets in three forms : (a) cash in hand— * 
that is to say, money— both coin and oarrenogr 
notes ; (6) cash at bankers and loans at call and 
short notice — money which the bank may have de* 
posited in an account which it finds jit convenient to 
keep with, the Imperial Bank, and perhaps also with 
an Exchange Bank, and loans whidi are made to 
financial firms, and which are repayable at call,’* 
or on short notice ; (c) Government and other 
seenrities, which are actual investmcints held by 
the bank itself in Government Promissory Notes, 
bonds and stocks, shares of railway companies, 
and other first-class securities, which can be sold 
at any moment on the stoek-exohange should 
occasion arise. It will be seen that the whole of 
the funds of the Reserve, constituted as above 
described, consist either of actual cash or are con- 
vertible into cash in a very few days’ time. Sup- 
posing that there were to be a run upon the bank 
and heavy withdrawals of deposits, the banker 
would meet them first from this reserve; though 
of course he would take every step possible to re- 
duce his money outstanding in loans and bills dis- 
counted. Old bills would mature, and no new ones 
would be purchased. 

One test which should be applied to the balance 
sheet of a bank is the percentage which the reserve 
bears to the total assets. In the example here 
described it is 30.7 per cent, which may be consider- 
ed a satisfactory proportion, though memy banks 
make! a practu^ of keeping a someydiat higher per:- 
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centagc. Any bank whose reserve is less than 25 
per of its total assets may be in a weak po8i> 
tion ; and the public should either avoid making 
5eposits with it or at least scrutinize its balance 
sheet carefully #an(l apply the second test to be now 
described. ' » 

The solvency of u bank depends more tlian any- 
thing else upon its ability to meet withdrawals by 
eheqnes on current account, which have to be paid 
on demand. It will be readily understood, there- 
fore, that a certain latitude may be allowed to a 
bank as regards the proportion which the Reserve 
bears to total assets in accordance with the charac^ 
ter of the business which it does. A bank 
situated in a large commercial centre like Calcutta 
or Bombay will most probably have most of its 
deposits pn current accounts ; but banks of the 
smaller towns, especially those which are not great 
trai£ng centres, are very largely merely “ safe 
deposits ” for the savings of the local residents. It 
is a convenient form of investment to put money 
on fixed deposit with a local bank. Consequently, 
a bank which does business only in the mofussil 
may be expected to have a larger proportion of fixed 
deposits ; and when this is the case the reserve 
may be safely kept at a somewhat lower proportion 
to the total assets, the reason being that the*fixed 
deposits take time to mature, and beeme payaMe 
to customers at various dates, just as the bills dis- 
eonnh^d and loans advanced become payable to the 
banker. Thus, time for realization of assets will 
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be available provided the banker has not tied up his * 
money by any mortgages on houses and land or by 
investing his money in companies whose shares are 
not dealt with on the stock exchange. 

It will now be readily understood that the really 
vital elenaent in the bankef’s balance sheet is the 
proportion of the reserve to the deposits on cur- 
rent account, (lenerally sjx'aking, it juay bo said 
as regards banks in India the reserve as a whole 
should amount to not loss than half tho deposits on 
current account, and that the actual cash in hand 
(meaning sovereigns, rupees and currency notes) 
should not be less than one-fifth of the deposits on 
current account. ♦ 

There are other t‘<>atuies of the balance sheet 
which are well M'orth o!).sor\ ij)g, namely the pro- 
portion of the paid-tip capital atid “ surftJus rosers'e 
fund ” taken together relatively to the total liabili- 
ties ; and furthermeju whether Uk! shares arc fully 
paid-up or not. Tt is obviously not good policy for 
a bank to try to do a very great amount of business 
on a small capital. If a hank with only a small 
capital had accepted deposits to the amount of, say, 
twenty times its capital, it might in the last resort 
become insolvent even though it did keep a very 
large reserve, and a great part of it in cash. A 
person who jmts his money on deposit in a bank 
will do well to consider the ultimate possibility of 
the bank being wound up, if, for eacample, a bank- 
ing crisis were to recur lilm that of 1913 . The ques- 
tion would then arise what amoiqit of thj assets 
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' miglit prove to be unrealizable or partially so. 
Some loans Avhich the bank had made without 
security, or on security which had subsequently 
depreciated in value, might be only partially re- 
paid, or be whqlly lost. In sudi a financial crisis 
too the value of Government and other qpenrities 
on the stock-exchange would fall considerably ; 
and so the value of this part of the Reserve would 
decline. 

If the assets, on actual realization, fall short of 
the liabilities, the deposits made with the bank and 
the bills which it has accepted are paid first ; and 
the balance of the assets, if any, is distributed 
amougft the share-holders at so many annas in 
the rupee. It is obvious that if the share capital 
be small, there is so much the more likelihood that 
when a part of the assets ai'c found to be unrealiz- 
able, the total available may not be sufficient to pay 
all the creditors — so that it may not be possible to 
pay the depositors in full. On the other hand, if the 
capital be large relatively to the total assets, there 
is so much the greater margin to allow for the 
worthlessness of some of the assets and for depreda- 
tion of others. 

In estimating the proportion of the capital to the 
total liabilities, however, for this purpose, a correct 
estimate is not obtained unless account is ^hlso 
taken of the surplus reserve fund. This, as' was 
explained previously, (see page 47) is not to he 
confused with the reserve which is part of the 
Xhe surplus reserve fmd (o^§i 
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Reserve Fund " in most balance sheets) repre- • 
seats the acoomnlated profits of previous years 
vhtdi have not been paid out as dividends. As the 
money is kept in the bank, instead of being' paid out 
to the share-holders, it remains as part of tho 
working capital of the bank ; and furthermore it 
belongs to the bonk quite as much .as tiie money 
originally subscribed by the sbare-hulciors and 
represented by its share capital. 

. If the capital of a banking company is not fully 
paid up, this represents an additional feature of 
security to the depositor, tliough he must not be 
misled into attaching too much importance to it. 
A banking company is usually registered under the 
Joint-Stock Companies Act, and as such three 
forms of capital are recognized. In the first place, 
there is the “ Authorized Capital ” of the company. 
This means merely the amount of capital for which 
the company has registered itself and on which it 
has paid the registration fee. It is the maximum 
amount for which subscriptions to shares may be 
received without going through tho formality of 
increasing the capital and paying an additional fee. 
Next, there is tho “ subscribed ” or “ issued ” 
capita]. . This means the total nominal value of 
shares for which persons have subscribed and paid 
the instahnenig due on application and on the allot- 
ment of shares. The 8ub.scriibed capital may be 
mther ** fully paid ” or “ part paid.’' A share is 
ftilfy paid when the money equal to its nominal 
?Bliie hfia beep paid to the company. Many com*. 
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► panieo do not call upon their share-holders to pay 
immediately the whole amount for which they have 
subscribed. The shareholders are allowed to pay 
by instalments extending over several months, or 
longer. In soye oases, a part of the capital due 
from the subscribers on-each share remain^ uncalled 
for an indefinite period — ^for many years. This is a 
practice purposely adopted hy hanks; because the 
directors always have iiower to call up the unpaid 
instalments at any linn* on giving one or more 
months’ notice. The capilal is purposely left 
unpaid so that it may operate as an element of 
security to dt'positors and give confidence to the 
public^ If the hank should go into licjuidation, and 
if on realization tlu're should ])rovo to he a shortage 
of assets, there is a legal liahility resting on the 
share-holders to pay up the balance of the unpaid 
capital on the share's which tliey hold ; and out of 
this the deficiency in assets is met. It is obvious, 
however, that much, depends upon the proportion 
which the unpaid capital bears to the total “ outside 
liabilities,” by which is meant the liabilities to 
depositors and holders of bills. If the unpaid 
capital is less than ten per cent of the outside 
liabilities, it constitutes only a small degree of 
protection. 

In this connection it is also worth noting that 
it is an element of strength if the unpaid shares of 
the bank are “ wi<lely held,” which means are held 
in small amoimts hy a large number of persons. If 
this case, it is not likely that ^ere woujd be 
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any diflSculty in seonring the payment of almost flwi 
whole of the unpaid capital if necessity should arise. 
On the other hand, suppose that the whole capital 
of the bank is in the hands of a few persons, nine* 
ieuths'’of it being owned by three ijlorsons and the' 
remaining; tenth by, say, 20 people. .If. the three 
large holders of the shares are commercial men with 
heavy financial commitments iii their own private 
trading,<it is quite likel.v that they might be involv- 
ed in financial difficulties at exactly the same time 
as the bank if a generar commercial crisis were to 
cause a run of depositors to withdraw their money. 

On referring again to the balance-sheet printed 
on page 46 it will be seen that it illustrates the 
various points which liave just been referred to. 
The authorised capital is Its. 1,00,00,000, but of this 
only Rs. 80,00,000 has been subscribed and issued. 
On the shares issued the Directors liave only called 
up one-half, so that the, paid-up capital is 
Bs. 40,00,000. There is consequently a reserve 
liability on the unpaid capital of Rs. 40,00,000. The 
balance of the authorised capital not issued counts 
for nothing— it is merely a power to take more sub- 
scriptions. Item (3)' on the liabilities side is 
the surplus reserve fund. This amounts to 
Bs. 18,00,000, and adding this to the Bs. 40,00,000 
we find that the capital owned by the banking 
company is Bs. 58,00,000. To complete our analysis 
of the balance sheet, we ought, however, to take 
account of the “carry forward.” Referring to 
Item 8, “ pnffit and loss account,” it wiU bo smo 

I 
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that a sum of Bs. 4,32,142 was brought forward from 
the last year. The profit made in 1919 is taken 
from the profit and loss account and brought into 
the balance-sheet here, because money eamM 
as profits on < the business is money actually in 
the possession of the' bank and belonging to it, 
nud is therefore represented in the assets. As 
scon as the profits arc paid out by way of divid- 
end, of course, they disappear from the assets, 
and must at tho same time disappear from item 
(8), which, together with the surplus reserve fund, 
is the balance of assets over liabilities. It will be 
seen that in this balance-sheet the whole profit for 
the year 1919 is shown, whilst in reality Es. 2,00,000 
has been already paid out as “ interim dividend ” 
at the rate of 10 per cent per annum for the first 
six months of tho year. This dividend paid out is, 
therefore, deducted from the sum of the money 
brought forward and the profits of the year, leaving 
Bs. 13,73,715 as profits available for distribution. 

It is entirely a question for the company itself, 
acting usually on the recommendation of its Direct- 
ors, as to how much of this profit is paid out. 
The company is legally entitled to pay out the 
whole of it in dividend— indeed, it could go further 
and pay out at any time by way of dividend to the 
share-holders the surplus reserve fund ot 
Bs. 18,00,000, for this is all accumulated profits. 
However, if the Directors are wise, tiiey will reomn- 
mend the company to pursue a conservative polioy, 
tod to inoreiwe rat}ie:r dec rea se j^e lon^t to 
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be carried forward. If from the amonnt availabley 
Be. 13,73)715, a emu of Be. 8,00,000 is used to pay 
the final dividend of the year (at 20 per emit), the two 
dividends taken together will amount to 25 per oent 
on ib.e paid-up share capital; and there wiU remain 
Bs. 5,73,715 to be carried forward to the next year. 
This would be regarded as rather a large figure ; 
and the Directors would probably decide to recom- 
mend that out of it another Bs. 2,00,000 be con- 
sidered as added to the surplus reserve fund, mak- 
ing it up to Bs. 20,00,000 and leaving as ** carry 
forward ” Bs. 3,73,715. 

Legal Restrictions on Joint-Stock Banhg 

Every banking company worthy of confidence 
prints a balance-sheet at least once a year and 
makes it available at its head office and branches 
to any person who asks for a copy. Such balance- 
sheet will usually be in the same general form as 
that given on iiagc 46 and will give the information 
required for forming a judgment of the financial 
position of the bank according to the rules of 
criticism given above. The reader must bo pre- 
pared, however, for modifications in the method of 
statement. Some banks give information in whaIi 
greater detail, whilst others combine the various 
items into lump sums, so that important informa- 
tion is withheld, whether intentionally or not. A 
peculiar variety of investments may be covered by 
the heading “ other securities.” If the total under 
this heading sejams large in propoidon to the total 
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assets and to “ cash in hand and at bankers,” the 
balance-sheet is not one to inspire wnfidenoe. 
Again, swne banks fail to distinguish betvj^ou de- 
posits on current account which are withdrawable 
on demand, and fixed deposits. 

The numerous failures of banks which have taken 
place in past times in all countries, involving de- 
positors in heavy losses, have led to attempts at 
the legislative protection of the banks’ customers. 
There are njot many cases in which Governments 
have gone so far as to make official inspections of 
banks from time to time to see that they carry on 
their business in operly ; although there would 
seem j,o be no reason wliy a bank should not be 
inspected for the protection of the public against 
bad management amounting to fraud when fac- 
tories, workshops and mines are regularly inspected 
for the preservation of safety and health. In most 
countries the extent to which the Government 
endeavours to protect the public is restricted to 
requiring the publication of infoi’iuation, it being 
presumed that the public wlien possessed of this 
information, can itself judge of the soundness of 

the bank. 

In England all Joint-Stock Companies are re- 
quired to publish balance-sheets twice every year. 
The Indian Joint-Stock Companies Act (1913) also 
requires special information to be published by 
Joint-Stock Companies carrying pn the businbss of 
banking. Every banking company must before it 
Gommencea business, and also on the first Monday 
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in February and the first Monday in Angosl fiifidS S* 
statement showing the authorized, issued hnd paid 
up capital, and the liabilities and assets of the 
company. The amounts of the debts owing by . 
the company must be shown sepacately under fh8 
following heads : — (1) under decree, (2) on 
mortgages or bonds, (3) on notes, bills or hundis, 
(4) on other contracts, which includes deposits, (5) 
on estimated liabilities. The assets on the same 
date arc to be shown under the following heads ; — 
(1 ) Government securities, which are to be enumer- 
ated, (2) bills of exchange, hundis and promissory 
notes, (3) cash at bankers, (4) cash securities. 

The information required to be given under tbiw 
Section of the Indian Companies Act cannot be re- 
garded as sufficient for the protection of the public. 
It is of interest to note that the Companies Act of 
Baroda State requires fuller information as to the 
character of those assets of the company which 
consist of loans and advances made by the bank. 
The totals arc to be specified uinior the following 
heads ; — 

(1) (a) Debts considered good ; 

(6) Loans fully secured by the deposit of 
marketable securities ; 

(c) Loans fully secured on the assets of 

Joint-Stock Companies; 

(d) Loans on the joint personal security 

of two or more persons ; 

(c) Loans on the persmial security of the 
debtor alone: 

* • m 
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(2) (a) Debts considered doubtful fully pro* 
Tid^ for; 

(6) Debts due by Direetors or other offi- 
cers of the Bank or any of them 
hither severally or jointly ‘wiihi any 
other persons included in the above. 

Two of these items call for comment. Many 
banks have come to grief, or at least become 
involved in difSculties, through large loans having 
been made to the Directors personally without such 
security having been taken as would have been re- 
quired in the case of a member of the public. The 
Director has in fact used his influence as A member 
of the'Board to obtain funds to carry on his own 
private business, which may be of a highly spec- 
ulative character. There are even cases of banks 
having been floated with the special object of 
providing the Directors with funds for their own 
purposes. This amounts to a fraud upon the public 
aud should be severely checked by the law. How- 
ever, when the statement is required, cautious 
people are protected. It may be observed, however, 
that under another heading should be stated loans 
made to managing agency firms to which Directors 
belong. This again is necessary because it might 
be almost as risky lending to the firm as to the 
Dire<^r himself. The security must vary of course 
entirely according to the status of the managing 
agency firm, and it would appear necessary that 
the names of the firms in which the Directors are 
interested and jbe amount of advances made tq 
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Saoli ahould be stat^ The form of statmnent 
required by Baroda State does not give ail the 
information which is necessary for judging the posi* 
tion of a bank. It is satisfactory to know that the 
Government of India has under consideration pro- 
posal for revising the form of statement to bo 
made by the banks in India with a view to giving 
further protection to the public. 



GHAPTEB VII 

THE' GROWTH OP BANKING 

The history of banking in India, when it comes to 
be written, will be a story of the greatest interest 
to students of economics and finance ; but the time 
is not yet. Wo are in a transition stage . jnbe_^ 
velopment of Join t-StoslLJmtogJ&Jid^ 

^ter t han ever boforc .-: it has spre ad to the Native 
Stp ^ ; a tentative beginning has been "made 
with a net-work of branches ; and a new species — 
the industrial bank — ^has come and found welcome. 
We can discern various tendencies of growth ; but 
these may take long to mature. Whatever the 
future may hold in store, at least of this we may 
be sure, that fifty years hence the present period 
will be regarded as having been an important and 
critical stage in the growth of banking in India. 

It must be borne in mind that there has never 
been a sudden invention, or sudden introduction, of 
banking into India. 

e xi sted for many centuries, suchjjgfljgg^friM .1^ 
^ways reguired .to be.^ajiiced ; and certain mer- 
chants therefore have always made it more or less 
their special business to deal in the finance of trade. 
In principle there is no difference between the 
transactions of the mahajan, the shroff and chetty 
and those of any private banking firm in any 
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oonntry, excepting that the former often combines 
trade with his business of finance, and that tiie 
latter has developed a system of paymmt by 
cheques. The' great difference of modem banking 
on European lines from the indigenous financial 
business arises from the growth of a large number 
of Joint-Stock Banks and the universal use of the 
cheque as a means of remittance, by the mechanism 
which will be described Jn the next chapter. 


The mahaian.., shroff stv ( 5 bfitJty».whQ 
in every marh^^t, _toSm throai^llt,,3fej|.iSfc3ftOP 
properly called a private banker. He accepts loans 
or deposits from various people in ms town, and 
sometimes these are repayable on demand. lie dis- 
connts^ or buys, hundis, that is bills of exchange, 
offered by his local customers, or cashes those 
drawn upon him by firms well-known to him in 
other towns. If a merchant has to make a payment 
in another place, he goes as a matter of course to 
the mahajan or shroff with whom he does business 
and buys a hundi upon that firm’s aorent in the other 
town, the hundi being cither payable on demand, 
or a certain number of days after sight, as may be 
agreed. This is precisely similar to bn 3 dng a draft 
from any joint-stock bmik. 

In all countries thg..pn7ate banker had developed 
his business long before the ioint-stock banks an- 

- ^be difference of the private 
bankers of the 18th century in England from 
those of India was that the former issued bank- 
notes or prmnises to^ay a fined sum on demand. 
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‘ These notes were like currency notes, and did not 
bear interest ; and of course they circulated only 
In the locality where the firm issuing them was 
well-known and trusted. In exceptional cases the 
notes issued by big private bankers of London, 
Liverpool, and other . cities became well known 
throughout the country and were used as a means 
of remittance ; but this position was rapidly taken 
hj the Bank of F ^nglfl-riiT In India the 

private bankers seem never to have issued notes of 
this description ; and since 1864 when the Govem- 
,ment Currency Notes were established, it has hgen 
illegal for any bank or person to issue promissory 
notes payable to bearer on demand. A further 
difference lies in the fact that the private bankers 
in England developed the cheque system at an 
earlier stage; though it was not until after banks 
had existed there for 150 years that the cheque 
almost entirely supplanted bank notes as a means 
of payment and remittance. 

Banks managed upon European lines in India 
were not at first joint-stock banks ; nor are they 
entirely so at the present day. Some of the bigger 
firms of English merchants in Calcutta established 
banking departments separate from their other 
business ; as, for example, Messrs. Alexander 
ft Co., whose bank flourished for about 60 years, 
until the firm failed in the crisis of 1832. At the 
pi^ent day Messrs. Cox & Co. and Messrs. 
Grindlay ft Co., and other such private finns, 
cany on an extensive banking business, side 
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by side with their general agency bnsiness. 

The early development of the English managed 
banks was entirely in Calcutta and the Bengal side. 
% there existed iii Calcutta the.„iLQfiBer^i 
^jl|TiTr India. > » and the “ Bengal Bank but the 
latter failed in 1800. In 1806 was opened the 
Bank of Calcutta”; and three years later this 
Bank received a Charter and changed its name to 

bank in Indi a- Several new cliarters varying the 
privileges and restrictions on tlie Bank were issued 
before 1876, whcti the Presidency Banks Act placed 
it practically on the footing on which it remained 
till January, 1921. From very early days the Bank 
of Bengal was restricted, with the concurrence of its 
Directors, to dealing only in bills of exchange pay- 
able in India, thus avoiding the profitable but risky, 
business of dealing in foreign exchange. 

The Bank of Bombay was established by an Act 
of the Legislature in 1840 and tie’ Bunk of Madras 
in 1843. In 1868 the Bank of Bombay went into 
liquidation as a result of heavy losses caused 
by the great cotton speculation at the time of 
the Am erican Civil War. The Habilitie.s of the 
Bank were eventually paid up in full, but the share- 
holders lost most of their capital. The second 
Bank of Bombay, lately merged in the Imperial 
Bank, was fonned in the same year with a capital 
of one crore, half being paid up then and 
reapftiiider a few years later. 

^1^ .three Presidency Banks have always h^ld 
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a unique position in ilie liodian banking system. 
Until 1876 Government was a shareholder*’ of 
each Bank ; and large Government funds have 
always been deposited therein. Government has 
maintained a continuous policy of reliance upon the 
Presidency Banks as the central feature of the 
banking system and commercial finance of India, 
and as an integral part of the Indian Treasury 
system. On account of their special position the 
Presidency Banks were not registered under the 
Joint-Stock Companies Act ; but were incorporated 
each by special Charter granted under the Presi- 
dency Banks Acts. In these Charters restric- 
tions were made as to the character of the business 
which tlie Banks might transact, with a view to 
ensuring their stability. In course of time each 
Bank opened numerous branches so as to extend 
its business throughout its ‘ hinterland,’ or mofussil, 
dependent on the Presidency town. The Bank of 
Bengal many years ago opened branches so far 
north as Allahabad, Agra, Delhi and Lahore. In 
later years it opened branches in Burma and the 
Central I’rovijiccs. In 1919 it had 26 branches, 
three of them being at Calcutta; and its operations 
covered a far larger part of the Indian Empire than 
those of either of the other Presidency Banks. The 
Bank bf Bombay in 1919 had 18 branches, and the 
T ^p k of Madras 26 branches. The latter was 
perhaps the most enterprising in developing tihe up* 
country business by branches in comparatively small 
^ownsi 
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The inactivity of the Bank of Bengal in extending 
its Branches in Northern India allowed room for 
the early growth of Joint-Stock banks doing bnsi- 
ness wholly within India. We need not regret this 
former policy of the Bank of Bengal ; for it 
allowed the Allahabad Bank to bo established 
in 1865, the Alliance Bank of Simla to bo founded 
in 1874, and the Oudh Commercial Bank in 1881, 
These supplanted two or three earlier private 
banks, such as the Simla Bank founded in 1874, and 
the Agra Bank founded in 1833 which survived till 
1900. The early joint-stock banks were all under 
European control and management ; but during 
the past 15 years a number of important 
joint-stock banks have been established under 
Indian boards of directors, or with mixed boards, 
and their shore capital almost entirely subscribed 
by Indians. Many of these were established with 
insufficient capital {laid up, and their cash reserves 
were insufficient, whilst they locked ap their assets 
in mortgages on real estate or by investment in 
shares of industrial companies. The banking crisis 
of 1913 was the most serious since 1868. It arose 
mainly from such faults of organization and 
management. 

As always happens in a financial panic, when 
once a single bank fails people begin to suspect 
others, rumours are circulated, and the most 
nervous people begin to withdraw their deposits. 
Well-managed baxikB can stand a moderate run and 
pay opt pU is d^potuided ; and they raindly 
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re-establish confidence. But the beginnings of a 
run find out the weakness of a badly managed bank. 
Its cash reserves are all used up and it is obliged 
to suspend payment. The principal failures in 
1913 were the Indian Specie Bank and the Stan^rd 
Bank, both of Bombay ; the Peoples’ Bank of 
Lahore and the Bank of Upper India, Meerut. The 
first three and some others were liquidated and the 
assets distributed, whilst the Bank of Upper India 
was taken over by the Alliance Bank of Simla in 
1916. 

A few words may be said as to the striking policy 
of amalgamation and extension* which has been 
initiated in recent years by the Alliance Bank of 
Simla ; because it is the only parallel in India of 
those important movements of amalgamation which 
have affected all banks in England and Scotland 
during the past thirty years. As a result of many 
successive amalgamations there are now in 
England some seven or eight great Banks, each 
having hundreds ofi branches extending all over 
the country in every small town and suburb. The 
Alliance Bank since 1915 deliberately set out on a 
policy of amalgamation' which would extend the 
Bank’s operations throughout all the towns of 
Northern India and all the chief commercial centres 
of India. Besides the Bank of Upper India it has 
absorbed the Delhi and london Bank, Limited, 
which was a small Exchange Bank, the Punjab 
Braking Company, and the Bank^f Bangoon. The 
AlUfince Bank with its head office in Simla no^ 
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W 55 branches, which may be classified as fol* 
lows : — 

(1) Branches in the great commercial centres, 

Bombay, Oalcntta, and Rangoon which 
are useful for remittance and foreign 
exchange and for utilising funds in 
financing the movements of crops, because 
money is wanted at different times in 
different parts of India ; 

(2) Branches in towns in Northern India, in- 

cluding those in the capitals of Native 
States, such ns Q%alior and Bhopal ; 

(3) Small branches or sub-agencies which have 

been opened in a number of small com- 
mercial centres, jirincipally in the 
Native States. 

The policy of opening these branches in quite 
small towns is a very enterprising one which is of 
the greatest utility to the local trade. The same 
policy has been followed to some extent by the Allah- 
abad Bank. 

I wish to draw special attention to the opening 
which exists for the extension of small branches or 
sub-agencies in the small market towns throughout 
India. In the United Provinces more than half of 
the head-quarters towns of districts have no bank 
whatever and the same is true of the. Punjab and 
Central Provinces. In every district there will 
usually be found two or three local market towns 
of some importance in which a branch would do 
Vary profitable bpsioess after two or three years of 
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development. It is said that it is difficult to obtain 
properly trained and trustworthy men to act as 
managers of such branches, except on salaries 
which are prohibitively high and would make busi- 
ness unprofitable. One cannot help thinking that 
no attempt has been made to find men of the right 
stamp and give them training. It would seem that 
young men drawn from families whose traditional 
business has been that of private banker would, if 
given a few years’ training in a joint-stock bank, 
make managers of the right kind with reasonable 
salaries. They have a hereditary aptitude for such 
a business, and it is noteworthy that these young 
men are brought up to a code of honesty and trust- 
worthiness in financial dealings as strict as prevails 
anywhere in the world. 

Along with the above-mentioned promising be- 
ginning in the extension of branches of big Joint- 
Stock banks in small towns, another interesting de- 
velopment is taking place in the conversion of some 
of the indigenous private banking firms into private 
banks run on modem lines issuing their cheque 
forms and having several branches. These two 
lines of development will probably continue con- 
currently ; and it is in the general public interest 
that both should be encouraged as much as possible. 
At the same time no permanent growth of banking 
facilities can be established without public confi- 
dence ; and this cannot be enlarged and retained 
unless the business of banking is properly conduct- 
ed, and adequate cash resources are 
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For this purpose all banks, whether Joint-Stook or 
private, should be required to publish balaaoe- 
sheets with the detailed information needed for jadg> 
inmit of the bankers* position ; at the least, this 
should apply to all banking oompmiies and all 
private banks which issue cheque forms or advertise 
in newspapers and periodicals. 

The internal banking of the country lies, as we 
have seen, in the hands of the Presidency Banks,* 
the joint-stock banks and private banks. A special 
class of banks exists for conducting the finance 
needed for foreign trade, whicli are generally 
termed Exchange Banks. All of these have their 
head-o£Soes abroad, though there is no reason 
why this should be the case. The principal ex- 
change banks are those with head-ojffices in 
London : the National Bank of India, the Mercan- 
tile Bank of India, the Chartered Bank of India, 
Australia and China, the Eastern Bank, and the new 
P. and 0. Banking Corporation are those which 
especially devote themselves to Indian trade. There 
is also the great Hong-Kong and Shanghai Banking 
Corporation ; whilst several non-British Banks 
have in r^ent years opened offices in India with tiie 
object of conducting exchange business, such as the 
Yokohama Specie Bank of Japan, the International 
Banking Corporation of America, the Comptoir 
National of France, and others. There is, however, 
a tendenqy for more and more banks to enter into 
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tite exchange business ; which is highly profitable. 
Banks with their bead offices in India, though nbt 
primarily Exchange Banks, are doing this — as for 
example, the Alliance Bank of Simla and the Tata 
Industrial Bank. Particularly since 1919 others 
have followed suit by arranging agencies in London 
and elsewhere. 

Some quite recent developments of Indian bank- 
ing deserve a brief description. The great bo<nn 
of company promotion of 1919 and 1920, following 
the termination of the War, induded the flotation 
of many new banks, besides hundreds of industrial 
oompaales. Some of these new ventures were ob- 
vious^ unsound from the commencement, particu- 
lariy those which proposed to enter into some kind 
of trading as well as banking — a most pernicious 
combination, because the risks of trade and specu- 
lation in commodities are of a nature which banks 
cannot rightly combine with the duties which they 
owe to their depositors. 

Sudi ventures are of a class absolutely distinct 
from what are known as industrial banks. The 
well-known Industrial Bank of Japan is perhaps 
the model on which these are founded, though in 
rei^ty their business is conducted more on the lines 
adopted by some of the great German Banks. •« The 
pioneer in this country was the Tata Indnatri^ l 
Bank: It conducts ordinary banking business And 
has branches in many places ; but it coxnbines. with 
this special mdostrial activities which are of two 
kinds ; (1) It assists ^ tli^ orgai^tation awd fiota- 
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tiffli of now Industrial oompanies. It obteJut 
sciiptioiis for the shares of eompanioB whidi it 
approves from its customers and others, and in 
many cases it underwrites the shares of new com* 
panics or of new issues. By underwriting of shares 
is meant that it enters into a contract with 
the company itself to subscribe and pay for a cer- 
tain number of shares of the company should the 
amount not be taken up by the public when the 
prospectus is advertised. A commission is charg- 
ed on the whole amount of shares for which this 
undertaking is given. If the public does not i^ply 
for shares to the extent anticipated the underwriting 
bank is obliged to take up some proportion of the 
issue and it then holds the shares, to be sold from 
time to time to its customers or on the Stock Ex- 
change as circumstances permit. (2) The other in- 
dustrial business is the financing of private in- 
dustrial undertakings by grants of loans after a 
tiioTough examination of the proposals. Such 
leans are repayable by instalments spread over five 
to ten years. Probably only a small part of the 
capital .of the Bank is employed in this business, 
however, as it Is not the best poHoy in banking busi- 
ness to tie up money in fixed loans of this character. 
Since the fiotarion of the Tata Industrial Bcmk 
others have been formed, amongst which may be 
mentioned the Calcutta Industrial Bank. 

There has also been a movement for the forma- 
tion of banks in Native States like Baroda, Mysore 
ppid J^dore^ imcib Stoic h»vi&|; Joint-stock 
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registered under the Companies Acts of those 
States and accorded certain privileges by the Buler 
or the Government of the State. 

We may turn now to the most important deve- 
lopment of Indian banking of recent times, namely, 
the passing of an Act in the Imperial Lej^slative 
Council to secure the amalgamation of the three 
Presidency Banks into one great Central Bank for 
India called the Imperial Bank of India. The 
movement to establish such a Central Bank has 
had a long and checkered history. The advantages 
of a widely extended, State controlled and assisted, 
bank have appealed to all imaginative thinkers of 
the past 100 y^rs ; but practical difficulties have 
always arisen standing in the way of its realization. 
So far back as 1836 a proposal was made for es- 
tablishing a Bank for the whole of British India. 
The suggestion emanated iTom a body of mer- 
chants in London interested in trade with India, 
but it never got beyond the stage of a somewhat 
vagxie prospectus. The Bank of Bengal objected 
to the scheme, and proposed itself as willing to take 
over the management of Government business and 
extend the facilities for banking business in India. 
Again, in 1859 and 1867 and at frequent intervals 
thereafter proposals for either amalgamating the 
Presidency Banks or establishing a separate State 
Bank’tor India were put forward. A great and 
able iidvocate of this reform was Mr. J. M. 
Keyims, who devoted part of a chapter to this sub- 
ject in ]||« Indian Cntrewy and Finance, poblubed 
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in 1913. He wrote a lengthy and detailed xnemo* 
randnm on the subject for the Royal Commission 
of 1913-14, in which he advocated the estabHshment 
of a new and widely extended State Bank which 
would spring from a union of the three Presidency 
Banks. The Commission did not commit them- 
selves definitely to this proposal, but desired that 
it should receive early consideration by a special 
committee. 

The amalgamation of the three Presidency 
Banks was a complicated matter to negotiate, so 
man; varied interests being involved and so lAany 
alternative proposals having been suggested. The 
Act of 1920 creating the Imperial Bank of Inflia is 
therefore somewhat complicated and difficult to 
understand. It will be sufficient to give here an 
outline of its main provisions — especially those of 
general public importance and those generally 
affecting the character of the business to be 
transacted. 

The basis of the amalgamation was that the three 
Presidency Banks were taken over by the Imperial 
Bank as going concerns with .all their assets and 
liabilities, their premises and their staff of em- 
ployees. Even the whole of the Directors of the 
Presidency Banks were to continue serving as mem- 
bers of the Local Boards of the new bank. 

The capitid of the new bank is Rs. 11,25,00,000 
divided into shares of Rs. 500 each, as compared with 
a total of Rs. 3,75,00,000 for the three Presidency 
togitther. shar^oldera of j^e Prftttd^;^^ 
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became automatioaliy daar^olders in the 
Imperial Bank, shares of the latter being iasned 
in exchange for the shares held in the former, 
increased capital was secnred by issuing new 
shares, the existing shareholders having tiie right 
to the allotment of two new shares for every c^iare 
then held. This was a valuable privilege, as it was 
expected the shares of the Imperial Bank would 
rise to a premium ; but, as the shares of the Presi- 
dency banks stood at different prices on the stock 
exchanges before the amalgamation was proposed, 
it Iras arranged that the new shares would be 
allotted on different terms to former share-holders 
of Hie different Presidency Banks. The share- 
holders of the Banks of Bengal and Bombay were 
entitled to be allotted two new shares Bs. 125 paid 
for every share held on paying precisely this 
amount, i.e,, Bs. 125 for each share, whilst share- 
holders of the Bank of Madras were less fortunate 
and had to pay Bs. 225 for each share issued as oidy 
Bs. 125 paid, on account of tiie lower market value 
of the shares of the Bank of Madras. The extra 
Bs. 100 per share, amounting in all to Bs. 15,00,000, 
wmtt to the Imperial Bank as a prennum on the 
new issoe of shares. It is an asset of the new Bank, 
obtmned, so to speak, by disooimting the anticipated 
future increase of value of the shares, and in the 
balance sheet is ihchided in the ** reserve fund of 
372 lakhs which appears on the liabilities side, as 
Ti^reiKSiting the pennanepft excess of assets aver 
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A Boinswliat mmsail feature of tiie laaperiAl 
Bank which dearly indkates its origiti as an lUBwl* 
Hgpcoation, is the provision that iu addition to tho 
pdncipal register of share-holders, branch re- 
giatera ahall be kept at the local he%d offices of the 
bank in Calcatta, Bombay and Madras. Persons 
who were f>ha?e-holders of the Bank of Bengal 
automatically became share-holders on the branch 
register kept in Calcatta, and so forth ; and trans- 
fcRTS of shares are valid when effected in the 
branch register in which the shares are registered. 
Any share-holder may apply to the bank to havQ,any 
of ffie shares which he holds transferred from one 
branch register to another ; but shares may not, 
of coarse, be registered in more than one branch 
register at the same time. 

The constitution and governing body of tho bank 
likewise indicate its threefold origin. Tho annual 
meeting of the share-holders is to be held in rota- 
tion in the towns in which there are local head 
offices. The business of the bank is to be managed 
by a Central Board of Governors assisted by Local 
Boards. The latter were to be at the commence- 
ment three in number, consistihg as already stated, 
of the late Directors of the respective Prisidency 
Banks. Other Local Boards may be established 
from time to time in such towns as the Central 
Board may decide with the consent of the Govemor- 
General in Cknmcil. There is a President a 
Vic^-President of each Local Boarti 
. O^itral Boai^ of Goyemorti whi^ ’H 
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ultimately responsible for Hie bank’s banneas^ is 
composed in tbe following manner : — 

1. The Presidents and Vice-Presidents of t^ 

Local Boards. 

2. Not more than four persons nominated by 

the Governor-General in Council, who 
hold office for one year,*but may be re- 
nominated. 

3. Two Managing Governors to be appointed 

by the Governor-General in Coundl on 
the recommendation of the Central 
Board, to hold office for such period as 
the Governor-General in Council may 
direct. 

4. The Controller of Currency or other officer 

nominated by Government. 

5. The Secretaries of the Local Boards. 

It is provided, however, that the Controller of 
Currency, or his substitute, and the Secretaries of 
the Local Boards, though members of the Board, 
shall not be entitled to vote. It will be seen there- 
fore that if Government exercises its full powers 
of appointing Governors there will be twelve voting 
members of the Central Board, and four non-voting 
membep. When any new Local Board is establish- 
ed, the Central Board will determine how many 
persoo^ shall be appointed on the Central Board 
to represmit it. 

The management of the bahk is oondnoted 
the principal salaried (Officers, who axi the two 
^vemors ^ ilurj^ ISHecsi^i^ 
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Managers, !hspeetora, and Aoeonatants^aie 
pointed as reqttired, and were selected, of 



dBn(^ Banks. It is rather curious that the Act 
makes no provision for the appointinent of a Pre* 
sident and Vice-President of the Imperial Bank aa 
a whole. At each meetmg of the Central Board 
the Governors present elect a Chairman from among 
themselves. Similarly there is no provision made 
for the location of a general Head OfSoo of the bank. 
It would appear that the, Legislature fought shy of 
deciding betw^n the claims of the Presidency townci I 
The Central Board is to meet at least once a year 
at every local head ofllce. 

It was always a feature of the Presidency Banks 
that they transacted Government business, and that 
they were limited as to. the character of the com- 
mercial business they could undertake. The Im- 
perial Bank inherits this privilege and these 
restrictions. As regards Oovernmetit business the 
bank may transact any business with which Govern- 
ment from ^me to time entrusts it or which is pro- 
vided for by agreements made between the bank 
and the Secretary of State. In general the bank 
acts as banker for Government, and remits* money 
or lends on securities on behalf of Government. It 
issues Government loans and manages the PubUo 
Debt, as the Bank of Bengal used to do. The com* 
mercial business yrhidi the bank may transact is 
.Mibj^et to Ihnitathms similar .to those which wozb 
Ig^oeed (m Oh^dency Banks;. They are s# 
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oat in great detail in the first sd^hdnle to Jhe Aot 
OeneraUf speaking the bank may not make losna 
CHS advancSs for a longer period than six m<m1||S, 
nor np<Hi the security of immovable property 
is mortgages of houses and lands) excepting as col- 
lateral seonzity where the original security is eiiher 
a gilt-edged security or goods which are pledged' to 
the bank. It may not buy or discount bills whidi 
do not bear upon them the signatures of two^per- 
sons or firms unconnected with each otiiSr in general 
partnership ; but ibis does not prevent the granting 
of tem^raiy over-drafts to persons who keep regu- 
lar accounts with the iMmk. 

The bank has an office in London, Whirii is a de- 
parture from the traditions of the Presidency 
Brake ; but this does not mera that it may undra- 
take' general business in exchange. It is not per- 
mitted to deal directly with the public in forrign ex- 
change, though it may transact business in London 
on behalf of Government and public bodies, and 
other banks, and on behalf of certain old customers 
of the Presidency Banks. 

One very important part pf the whole scheme of 
the Imperial Bank is the provision that the bank 
shall open 100 new branches within fiye years ; rad 
of these 25 are to be established at^i)laces which 
Goveniment may direct. This ought to do a 
great deal to improve the banking facilities of the 
country ; but the Hon’ble Mr. W. M. 
l^^iance Member, refused to ^rec to a 

lor .thg ^ ^ 
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one Irandred new branches shonld be selected as far 
as possibly in centres ot basidess where there are jia 
3net no banking facilities. He pointed out that a 
mere mnlUplication of branches was not the most 
important work which tibte Imperial Bank . yrM 
expected to do. It was to be essentially a bankers’ 
bank ; and as such it could achieve success only by 
a consolidation of its resources. It must be ready 
to come to the assistance of private banks in times 
of stringency ; and in the ordinary routine of the 
country’s banking business it would exercise a use- 
ful function by the organization of dearing houses 
(the operation of which is explained in the next 
chapter), these being necessary in other centres 
besides the six towns where they now exist, if private 
banks are to achieve their full utility. 



CHAPTER Vni 
INLAND REMITTANCE 


. As was said in the last chapter, it is possible 
to save the carrying of money in making pa3nnent8 
at distant places by sending currency notes by post. 
There are, however, many other trays of saving the 
nse of money in making remittances. Tha 

missory notes, in sett|ing debts between different 
towns in India, is very ancient. The manner in 
Which it wdlffes can be easily explained by an ex- 
ample. Ig^upposing that ^ merchant in Cawnpore 
has sold cotton to a merchant in:< Bombay. He 
draws a hmdi for the amount requesting the Bom* ' 
bay purchaser to pay him the amount aftSr dxty 
days. The for m in which the hmdi is written ia 

not exagtjiyJije«3*4ilte.%^ 

Sut there is a customary wording whidi is varied 
but little in individual oases. Some examples are 
given in the Appendix. The htmdt is sent along 
with the railway receipt through a bank or agmt 
to the Bombay mer<diant to^* accept." This he 
does by writing his name acjmaa Jit, and he then 
returns it to the drfw^. '^e iattmr hae then ten 
courses open. If he is not in ne^ of the»money, 
he may wait until the end of &e month, hq 
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will send the hmdi to his agent in Bombay, who on ' 
the due date presents it for payment and obtains 
ttie money, holds for the account of ^ 

customer, the original drawer of the llisMtdft, welfsO 
rernifs the money to him. It is more likely, how- 
ever, that the seller of the cotton would be glad to 
once. He then sells or “ 


counts » the bi|Lift yng. j^LfekA.^ 
he 00^ busine ss. This shroff will give him the 
present value of the hmdi, that is to say, the 
amount which at the current rate of interest would, 
at the end of the month, be equal to the sum for 
which the hmdi is drawn. 

certained^ by dedn^ing^ tj^^i^count at the. Cerent 
Tate^ w hich varies from time to time. The shroff 
may keep the hwadi and present it for payment 
on the due date through bis agent in Bombay, or 
he may t{^ei«it to a bank where he has an account, 
and in his turn discount it with the bank. In 
thii^ case, he must endorse his name on the back, 
and the bank will then credit his account with the 
present value of the hmdi. It i s then t he business 
of the ba nk to collect the 

due. If the bank has its head offiob, or a branch, in 
Bombay, it collects the hv/ndi through that office. If 
it has no <^ce in Bombay, it must use' soum other 
bank as agent. Some banka do a great deal of fl>is 
business i but they only deal in hmdis which have 
good ** names on them. The law provides 
that iHtspersons who signn hmdi or bill of exchange, 

: wh^&er as drawer, acceptor, or endorser, ai^ 
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Mverally liable to pay the sum for which it la 
accepted to any party who has pordiased or dia- 
connted it. If either the drawer or acceptor is a firm 
of exceptionally good standing, that wiU suffice ; but 
for most hundiS the bank requires the endorsement 
of a shroff of substantial means well known to it. 
Hwidis payable on demand have come greatly into 
use in recent years, and banks undertake the colleo* 
tion of these. 

Very similar to the use of demand hundis is the 
system of bank cheques, which is universally adopted 
in Kngland, and is growing in popularity in India. 
It is worth while, therefore, to explain in some de- 
tail how cheques are used, and how the banks 
settle through a clearing house all the payments 
made by cheques. 

A man who has deposited* money in a bank can 
write out a cheque, or order to that baqk, to 
pay so much money to some person named. Every 
bank has its own special form for cheques, whi<ffi 
are supplied to every customer who opens an 
account at the bank. A cheque reads as follows 

Jtorth 0f {nbht ^ank, |Ctb. 

(Fatohpur Branob) 

Pay to Messrs. Bam Doss <t Co., or Order, 

Rupees One h/mdred and twentp-two annas eight 

only. 

Rs. 


tm. 
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This olieque may btf either handed personally to 
a representative of Messrs. Ram Bass & Co., or 
sent to them by post. If their business is situated 
in the same town as the branch of the bank where tiie 
drawer, Mr. Ram Oopal Prasad, ke^s his account, 
tiken Messrs. Bam Dass & Oo. can send a derk to the 
bank with the cheque after they have endorsed it 
(signed it on the back), and the bank will then pay 
out the cash immediately. If, however, Messrs. Bam 
Dass & Co. have a banking account with another 
bank in the same town, they will probably find it 
more convenient to pay this cheque into tiieir 
own bank with instructions to credit the amount 
to their account. They have then nothing further 
to do. Their bank — ^let us call it “ The United Pro- 
vinces Bank ” — sends a peon with the cheque to the 
branch of the North qf India Bank and obtains 
payment of the money and credits the amount to 
Messrs. Bam Dass & (’o. The North of India Bank 
at the same time debits the accouid of the drawer, 
Mr. Ram Gopal Prasad, with the amount wliich it 
has paid out against his dn'que. 

If the business of Messrs. Bam Dass & Co. had 
been situated in another town, it would have omde 
no difference, excepting that their bank would have 
had to claim the muount duo from the North of 
India Bank Uurouj^ the post. The United Pro- 
vinces Bank would send the cheque, and by return 
of post they would receive the^ money in a register- 
ed and^ insured pa<^et. It is worth noticing, how- 
over} t^t m ouse ^ere jinuil be an interval 
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between tbeir receiving the cheque from Bam Damb 
& Go. and their being certain that the money wOl 
be paid to them by the North of India Bank, because 
it might turn out that Mr. Bam Gopal Prasad had 
not sufficient money in his account wherewith to 
pay the cheque. For this reason banks usually do 
not allow a customer to draw out any large sum 
against a cheque whidi has been paid in until it 
has been “ collected." 

So far it is not apparent that there is any parti- 
cular saving of money when remittances are made 
by cheques. If the transaction we' have taken as 
an example were an isolated case it would be true 
that all that had happened was that instead of cus- 
tomers sending the money to each other direct, the 
banks did it for them. 

[n actual practice, however, single remittances 
like this are very rarely made by banks. We have 
taken the case of one customer only ; but every 
well established bank has hundreds of customers 
dealing with it at every branch. All these cus- 
tomers are frequently paying in cheques which they 
have received from other persons, and commercial 
firms pay in many cheques every day. At the same 
time, the.so customers will be writing cheques of 
their omi which they are sending to various per- 
sons and firms in different parts of the country to 
make payments. Thus every bank finds that it has, 
not one, but several cheques drawn by various 
people on their accounts at a certain bank, and 
several choqneq .^awu by other people on accounts 
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"in another bank, and so on. For instanoe, instead 
of the United Provinces Bank having only one 
cheque to collect from the North of India Bank, 
it probably has 15 or 20. But, at the same time, 
the North of India Bank finds that 4t has several 
cheques to be collected from the United Provinces 
Bank. Consequently, the system adopted is for 
each bank to keep deposit accounts with all other 
banks in the same town. When the United Pro- 
vinces Bank sends cheques to the North of India 
Bank, it merely requests that the amount of their 
total be credited to its account. When the credits 
of each bank in the other mount up they simply 
make debit and credit entries for the same amount in 
their books. Thus bank A will order B to transfer 
Rs. 10,000 from A. ’s credit to itself ; and at the same 
time bank B will give a similar order to A. If there 
is a considerable excess, it may be withdrawn in 
cash, or transferred by bankers’ draft to some other 
town. Every bank thus has accounts with the 
branches of other banka in towns all over the 
country. 

In large commercial cities . where there are a 
great many banlts, the business of collecting 
cheques would be difficult and complicated if 
carried out in the manner above described. The 
system has therefore been farther elaborated by 
the estaldishment of bankers’ clearing houses^” 
where representatives of all the banks meet every 
^y so as to settle the claims which each has against 
the others. Suu^ clearing houses have bean 
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esia1)Iishocl in Calcutta, Bombay, ^Madras, Cawnporc 
and Bangooii. The clearing houses work upon the 
principle of reducing the calculations and the 
transfers of money to the minimum, and tliis is 
accomplished by establishing a “ common fund ” 
for the clearing house, with which alone each bank 
bas to settle a balance to be received or paid each 
day. The matter can be made clear if we consider 
a number of banks and denote each one by a letter. 
Let there be seven banks with offices in the town, 
and let these banks be denoted A, B, 0, D, E, P, G. 
We examine the transactions of a single day only, as 
the clearing operations are entirely completed each 
day. Bank A has had cheques paid into it by cus- 
tomers drawn on each of the other banks B, C, D, 
etc., and it has to claim the amounts from each of 
these banks. Likewise, each of these other banks 
B, C, D, etc., has certain sums to claim from each of 
the other banks. The representative of bank A goes 
to the clearing house with his cheques made up in 
bundles according to the banks on which they are 
drawn, with a list of cheques in each bundle. He 
presents bis list of claims on each bank to the 
representative of that bank. The derk of every 
other bank has gone prepared in the same way and 
presents to each bank his list of claims. Hence, the 
representative of A gets six lists of cheques claimed 
ftom him by the six other banks. Each represen- 
tative counts the cheques presented and tests tlie 
addition of the list. He then adds together the total 
daiins of each of the other six banks and ascertains 
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the total umouut which ho has to pay. This ho 
compares with the total sum which ho has to claiia 
from all the other six banks. He subtracts tho 
smaller from the larger and finds what sum ho has 
either to pay or to receive on the balan^ of the whole 
of the claims. If the balance is against him he has 
to pay it into the common fmid ; if tho balance is in 
his favour, he will receive it from the fund. 

Sven these payments to and from the common 
fund are managed without the use of any money, 
w'hatover. Every one of tht,e banks keeps an account 
in the office of the Imperial Bank, and there is also 
an account kept in the Imperial Bank for the Clear- 
ing House fund. A bank which is on that day in- 
debted to the common fund simply draws a cheque 
on its account in the Imperial Bank, and the amount 
is then credited to the Clearing House account. On 
the other hand, if the bank has to receive a balance 
from the common fuml, it receives a che<iuc drawn 
on that fund which it pays into its account in tho 
Inipi-rinl ihuik, IJiereby making the transfer. It 
will be observetl that all tJic payments into and out 
of the common fund must balance one another, and 
that by this simple means all the claims from every 
bank upon every other bank are adjusted, and 
without the use of any money at all. 

The following figures give the total value of 
cheques cleared in the principal clearing houses in 
India in certain years, and they indicate a steady 
growth in the business of banking, as well as an 
expansion of trade 
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Total atnovnt of Cheques cleared through Clearing 
Houses in each year. 

(in CKORES of BUPKE8.) 


Yetx. 

Calcutta. 

Bombay. 

Madras. 

Xaraebi. 

Kangoon. 

Total 

1900 

139 

ir 

61 

12 

... 

*ai 

212 

1906 

176 

109 

16 

3 


303 

1910 

m 

167 

21 

7 

48 

4(;5 

1916 

323 

167 

19 

13 

41 

503 

1918 

744 

534 

25 

24 

09 

1,309 

1910 

902 

768 

30 


88 

1*801 

1920 

1.634 

1,894 

77 

32 

108 

3,145 


Another method of remitting money which is 
worth mentioning is the “ banker’s draft.” The 
Imperial Bank and most of the larger Joint-Stock 
banks issue these on payment of a small commis- 
sion. Suppose that a man in Lahore has to pay 
Bs. 2,500 ill Calcutta immeiliately to obtain the dis- 
patch of goods urgently needed. If he sent a 
cheque this might not be accepted as good, and the 
recipient of the cheque might wait until it had 
been collected before he would dispatch the goods, 
thus causing a delay of four or five days. To ob- 
viate this difficulty the man in Lahore can go to any 
bank and pay down Bs. 2,500 and a small amount 
for commission, in return for which the bank will 
give him a draft for Bs. 2,500 made payable to the 
person whom he indicates. The draft is simply an 
order t6 the office of the bank in Calcutta, or to some 
other bank, to pay t|iat sum of money on demand 
to the person named. If presented by the right 
person, or duly endorsed, such a draft is always 
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instantly paid without question ; consequently, it 
is as good as ready money, and the merchant will 
arrange to dispatch the goods immediately he has 
received it. ^ * 

It is probably true that the great bulk of pay- 
ments from place to place which are made without 
the actual sending of coin or currency notes are 
settled by means of htmdis, cheques or bank drafts. 
These methods, which are very convenient for com- 
mercial transactions on an ordinary scale, need to 
be supplemented by facilities at the two cxtreiuos 
of large and small payments, respectively. For 
making largo payments the Imperial Bank offers 
facilities as between places where it has branches ; 
and as regards other places it is possible to pur- 
chase “ supply bills ” and “ telegraphic transfers” 
from Government Treasuries. For small pay- 
ments, money orders can be sent through the Post 
Office. 

The Government treasuries are of course main- 
tained for the administrative purposes of Govern- 
ment. The revenue collected in every tahsU of each 
district is paid into the sub-treasury, and thence' 
goes into the district treasurj^’. The payments of 
salaries of Government officers, and other expendi- 
tures of Government, are made from the district 
treasuries ; though where there is a branch of the 
Imperial Bank it is used instead of a treasury. 
In accordance with instructions whidi are issued 
from time to time by the Accountants General of 
the provinces, a treasury is allowed to sell to the 



94 


INLAND BElfITTANGE 


public a bill, which is called a “ Supply bill ” drawn 
upon any treasury required, provided the latter has 
sufficient funds. If the sum to be remitted is large 
a ** currency transfer ** may be issued, which is 
payable out of. the “ Currency Chest ”, whilst the 
supply bill is paid out of the ordinary treasury 
balance. In either case the purchaser pays in his 
money at one treasury and the payee, or his agent, 
draws it out from another treasury. This serves 
a double purpose. It enables the public, which, in 
this instance, is mainly banks and large merchants, 
to transfer money to the place where it is required ; 
as, for example, when financing the movcmeut| 
of crops, without actually moving coin or notes. 
On the other hand, it enables Government to 
transfer balances, which become inconveniently 
large in many mofussil treasuries, to. the larger 
treasuries in the principal' towns. As it takes a 
few days to send a supply bill by post, and as the im- 
mediate transfer of fluids is often of commercial 
importance, Goveriunent has ai’ranged for what 
are called Telegraphic Transfers to be made 
between the various treasuries. These are simply 
like tolegraiihic money orders for largo sums (not 
less than Bs. 10,000), which may be paid for at, and 
sent from, a Government treasury to another Gov- 
ernment treasury where funds are available. 

Application must be made beforehand for a sup- 
ply bill or telogTaphic transfer so that the treasury 
officer who is I'equested to issue it may obtain autiior- 
ity from the Accountaiit Gmiwal of the Proviaoe 
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to do BO ; othonvise, thoro might be diflSculty in paj'- 
ing it, or at least the treasury required to pay it 
might be inconveniently depleted of funds. The 
commission charged on supply bills and currency 
transfers is two annas for every Bg. 100 for bills 
up to Bs. 10,000, and one anna per cent for bills 
over that sum. As between places where it has 
branches the Imperial Bank issues supply bills or 
telegraphic transfers at the same rate of commission, 
instead of the treasuries, which do not issue them. 

The Post Office provides facilities for remitting 
small sums by money orders through its organiza- 
tion extending over the whole country. It has de- 
veloped a system of setting off payments in op- 
posite directions against one another, similar in 
its effect to that which is managed by the cheque 
and clearing systems of the banks. The manner of 
operation is of course different, and in many ways 
simpler, because the post office is a single organiza- 
tion under uniform control ; but the economic effect 
is the same, namely, that the actual sending of coins 
or currency notes is avoided. We may see by an 
example how the system works. On a certain day 
several persons in Bombay will be remitting sums 
of money to people in Cawnpore, and on the same 
day several persons will be sending other sums of 
money to other persons in Bombay, Every one of 
these amounts can be delivered to the addressee 
without any money whatever being sent between 
Bombay and Cawnpore ; for the money, which is 
paid in by persons in Bombay, is used to be paid 



INZ.AND ^liMITTANCS 


out to other persons there to whom money has been 
sent from Cawnporc. If the total sums received at 
Bombay from Cawnporc exceed the total sums being 
sent from Bombay to Cawnpore the post- 
master in Bombay will have to pay out more than 
he receives, so his available balance of cash will be 
reduced. 

Such payments are always tahing place in all 
directions between diiferent towns, so that Bombay 
receives remittances of money orders from towns 
nil over India, and is also sending money orders 
to those towns. As a rule, the amounts which are 
remitted from and to a town by money order very 
nearly balance one another. There may be some 
variation from day to day, but the totals out and in 
each week very nearly balance. 

Sf/Asonal Movements of Funds . 

The statement at the end of the last paragraph 
that the total payments made tlirough the post office 
in and out of a towm very nearly balance each week 
is true as a general rule, but there are some im- 
portant exceptions. The same statement would be 
true as a rule of the remittances effect through 
banks ; but in this case the exceptions are Some- 
times of great importance. The fact is that there 
are seasonal variations in the demand for maney 
in different parts of the country, where it is required 
for financing the movements of crops. 

When any commerdal crop, that is to say, <Hie 
whidh is sold to distant markets, has be«a gathered 
in and is ready for despatch^ a c(msidterftblll^ 
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of money ia requited for purchasing if frmn till 
enltivators and small merchants who are holding 
8to<^. The crops in some parts of India pass 
through a large number of hands before they reaob 
the godowns of the big exporting .merchants in 
Bombay or other port town. The cultivator sella 
to the village bania, or mahajan, and he sells to a 
grain or cotton dealer in the nearest small market 
town. The latter sometimes sells to larger mer* 
chants in the big upcountry markets, such as Caum- 
pore, Amritsar, Lyallpur, Indore, etc., and some* 
times direct to the Bombay or Calcutta merchants. 
There is an increasing tendency, however, for the 
very big commercial firms in Bombay, Karachi and 
Calcutta, to send their representatives direct to the 
small market towns, and in some cases even to the 
villages, so as to purchase from the small mer* 
chants, and in the latter case direct from the 
larger cultivators themselves, thereby cutting out 
the middlemen’s profits. Whiolievor method is 
adopted, much money is required to purchase the 
crop, and as nearly all of this money goes into the 
hands of the village hmioj^ ai^d cultivators, it must 
be paid in the form which they demand. Cheques 
are useless to thmn, and in most parts they will 
not take currency notes ; consequently, it is neces* 
sary to send silver. At the time when the cotton 
crop is beii^ moved from the Deccan, Berar, Ehan- 
desh and Northern India to Cawnpore and Bombay, 
enormous sums totalling many crores of rupees are 
jCB^pured iik (letiuil ^ver cmn. I| is not posaS)^ 
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' that so large a quantity of silver should remain in 
the upcountry treasuries and iMinks throughout the 
year. In normal times the silver, which is paid 
out at the time a crop is brought In, filters ha(& 
ntowl)'’ to Government treasuries and banks during 
the remaining months of the year, as the people are 
paying their rents and revenue and purchasing cot- 
ton cloth, brass utensils, and various other goods. 
The silver accumulates in the treasuries and 
branch offices of the banks to an undue extent, and 
some of it has to be sent to Cawnpore and Bombay 
and other large industrial centres. When the time 
comes for the next year’s crop to be moved, the 
merchants take out silver by cashing large cheques 
at the branches of banks at towns as near as possi- 
ble to the places where they require it. The banks, 
therefore, have to move up silver in anticipation of 
its being required. Supply bills are used so far as 
available,' but many merchants require funds in 
small market towns where there is no bank and no 
treasury, and their usual practice then is to change 
the currency notes into silver coin at a Government 
treasury and take the coin in boxes by rail or road 
to the place where it is required. 

It is a feature of the present organization of 
internal payments in India that actual silver coin 
is moved from place to pla<w, chi^y by railway, to 
a far greater extent than in European oountrlll. 
Cbin yery frequently has to be ibioveA by .Govern* 
mest, and also by the banks. It sp himpims ^t 
4h0 dilNaamt )mrveshi lire ready be H^ared 
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different times in di^erent parts of In^a. Thft 
cotton crop is moved in December to April in 
western and northern India ; the wheat crop in 
April, May and Jnne in northern India ; the Burmah 
rioe crop in January to April, and^ the jute ortqs 
August to December. It Wl be seen t^t those 
banks like the Imperial Bank, or the Alliance Bank, 
which have their branches widely distributed, ean 
use their funds at one time in financing jute, and an* 
other time rioe, and then wheat; or cotton may be 
alternated with wheat. Instead of keeping its silver 
coin lying idle, the bank prefers to send it by rail 
many hundreds of miles backwards and forwards 
between different parts of India during the year. 

In the later part of the war period exceptional 
conditions prevailed ; and the normal return of sil* 
ver from the hands of the public during the months 
intervening between the principal commercial 
harvests did not occur. As explained in a latex 
chapter, the rise in prices led, not only to much 
larger amounts of silver being paid out to the small 
merchants, and through them to the cultivators ; 
but also to the latter hoarding their money with a 
view to the possibility of prices falling. An enor- 
mous absorption of silver resulted, and the difficul- 
ties which Government experienced in obtaining sil- 
ver fast enough and coining it at the mints led to 
j|Le use of alternative means of payment, so far 
as possible. It was found that in the Punjab the. 
eultivators woidd accept gold as, readily as dllveir, 
and sovereigns to the value; of- many .orpres , of 
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nipces were paid oat in purchasing the wheat 
harvest In Bengal an interesting experiment was 
ihade in 1918 of purdiasing the jute crop with cur- 
rency notes. It was found that a liberal use of the 
one-rupee notes along with the ten-rupee notes 
made this form of payment acceptable to the culti- 
vators of jute, and a great economy of silver re* 
salted. 

Eookokt op Com 

It will not be any great advantage to India if the 
people at large become habituated to the use of gold 
as currency in place of silver, for this would memi ihe 
employment of vast quantities of the precious 
metal for a purpose which can be equally well 
served by paper, either in the form of currency 
notes, or of cheques and Jimdis used in a more per- 
feOtly organized banking system. If a large amount 
of currency in the form of gold and silver coin is 
to be used in the country, it can be made available for 
use only by exporting an equivalent value of goods. 
Although we mine only a little gold and practically 
no silver in India, the labour of a large part of the 
Indian population has to be given indirectly to 
providing gold and silver. Their labour must be 
diverted from producing goods for consumption to 
prodndng those commodities, wiuch, by exchange, 
win pxovide us with the vast quantity of metal re* 
qnired for the xmrreney ; yet the use of the preeiemfi 
mi^ls for currency purposra malms the people no 
better off. It is used idii:q>ly to be passed from 
bEtnd to hand. If all the enrretiey were paper, and 
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if metal were need only for the subsidiary coins of 
less than one rupee, we should still be able to pur- 
chase things as conveniently as nour. If a pSRMm 
wanted gold or silver for making ornaments, he 
could purchase it in the bazar. 

If the labour wasted in obtaining gold and silver 
for use in circulation were set free from this occu- 
pation by a change of our demands, we could 
direct that labour so as to make the country really 
wealthier in goods, and ultimately in the enjoyment 
derived from them. To obtain many crores of 
rupees worth of gold and silver to be used in cur- 
rency, we must export goods of that value. Wo 
might continue to export those goods, but instead 
of gold and silver we might buy doth, machinery 
and appliances of all kinds, which would help to 
make Indian labour more productive, and enable 
the people to live more enjoyably. The moral to be 
learned from this is, that cverj'body should do what 
he can to encourage the use of paper as currency, 
and to avoid the use of gold and silver. He shoidd 
insist on being paid in currency notes rather than 
in rupees ; and if his income justifies it, he diould 
open an account at a bank and make his payments 
by cheques. Evetybody who makes frequent pay- 
ments fUids the use of a bank by far the most con- 
venient arrangement. 
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FOREIGN EXCHANGE 

The system in nse for making payments between 
India and foreign countries is exactly similar in 
principle to the methods followed for settling pay- 
ments between places within India. In actual 
practice there are several ways of making payments 
between India and England; bat most of such pay- 
ments are made through _the agency of exchan 
n sj those banks are called 

l^th in 'Lidia ai^^ Government also! i 

necessarily takesap^t in the business, because il| 
has to transfer large sums to London to meet thd 
regular expenditure and interest payments of India 
in England ; and also because at times Govemmen| ; 
is in a position to give assistance to trade, by pro^ 
viding facilities for transfer of money from England ! 
to India, or vice versa. Probably about threes 
fourths of all the payments made in both direc^ons 
result from trade, that is, sales of goods in j^&er 
direction. Payments for goods purchased by mer- 
chants^ are generally made by means of I^Us of 
exchange. 

The Indian 'reporter having drayin his liSl ^ 
duplicate, takes it to an Exidiange Bank in ^din 
wiiere ha has an aceount, and tiUls hhnh 
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bill, or “ discoimts ” it, orediitog his aoooont imme- 
diately wth the full amotiat of the Wll, less the dis- 
count. T^ he bwik for^ dfl the hill flffios, in 

London, whiA presentsJi lorigc^ ptiiyinfi to thA Arm 

^ it i^ d ra^. When the firm which has 

bought tiio gorillas signed across .the bill that it 
is accepted, it has become a legal undertaking to 
pay the money on the day when the bill becomes due. 
When the time has expired the bank receives pay - 
jTrftnilmi. The whole business has resolved 
itself into two separate transactions: (1) anji 
advance by the bank in India of the value of the] | 
goods sold, less the discount, to the Indian exporter J i 
(2) the bank re-imbursing itself by collecting tho| 
bill in London when it matures. 

The economic result of these transactions is as 
follows. The Indian exporter gets paid for his 
goods immediately he has put them on board ship ; 
the English purchaser gets tttree months’ credit 
from the date when the bill reaches Lim for acoept- 
ance . which is in tmlh a loan from the bank, as the 
bank paid the exporter immediately on shipment; 
and finally the bank gets its loan repaid in London 
by the bill maturing. Altogether apart from the 
loan, the bank has rendered the service of enabling 
the purchaser in England to pay the seller in Tn<Kft 
for his goods; but the bank’s fund of money in 
India is now reduced by the sum paid to the ex- 
porter, whilst Iho bank’s availalfie mraey in L<mdon 
is lihereased by tb? reeeived u4en the bill 
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The bank obviously cannot go on indefinitely die* 
counting the bills of Indian exporters, or it would 
soon exhaust its funds in India and transfer all 
its money to London. 


^hc English exporter, who 


/The English exporter, who has sold piecegoods or 
machinery to an Indian importer, draws a bill on 
the latter and discounts it at the London office of 
an Exchange Bank. This bill comes to India, is 
duly accepted and on maturity paid by the Indian 
importer to the local office of the exchange bank. 
Many English firms, with a view to limiting their 
risk, insist upon the payment of cash to the exchange 
bank for the release of the shipping documents, 
that is, the bill of lading and invoice and accepted 
bill, w'hich are held by the bank at the Indian port 
town, until the Indian importer, having heard that 
the ship has entered dock, comes w^ his money 
and obtains the bill of lading which enables him to 
claim the goods. If the importer has no immediate 
prospect of selling the goods, he may not care to 
use his money in paying for them at once, and he 
theji leaves them to be put into the bank’s godown, 
either in Bombay or Calcutta, or in Cawnpore or 




Whatever the ^caet method employed, It is 
obvious that finandng ^ import trade puts the 
^xeh^ge Bmks in fiindB in India, whilst it # Hit 
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some time relieves them of their funds in 

3B»iay5Jll§!SU^ 

from India to ihieland in the form of romitta^s^ 
Persons making large purchases m England or 
elsewhere must often remit a part of the money 
with the order; English firms have to remit home 
^their profits and the dividends of companies ; and 
Englishmen employed in India, and Indians resid* 
ling in England, are constant remitters of small 
[amounts month by month. The total stream of 
money so remitted is considerable. The metiiod 
followed is for the remitter to buy a bill from one 
of the exchange banks cither directly or through an 
upcountry joint-stock ^bank where he has an account. 
This bill is posted to London and can be collected 
by any En^iiish bank from the office of the Exchange 
Bank, recent years a large proportion of such 
private remUtances have been made by telegraph; 
but the effect is always the same. The remitter 
pays money to the exchange bank in India, and the 
money is paid ouf in London. We see therefore that 
the financing of imports by bills, and the stream 
of remittances to London, are the chief sources 
whereby the Exchange Banks provide themselves 
with funds for financing export bills. 

The BAnANOE of Payments 
It has just been explained that Indian merchants 
who export goods draw bills of exchange, on the 
buyers of those goods in England, America, or 
elsewhere; and likewise, the sellers of goods which 
Ihdi^ merchants are importing, draw bills nppn 

9 





f jke latter, which they sell to the hauls in their own 
eonntries. These banks set bills in one dl^tioii otf 
against the bills and remittanees in the o^er diir^ 
tion; and obviously, when these payments in dp|M>* 
hite directions balance one another, there is no 
ne^d for the Exchange Banks to re|^t money at all. 
It very often happens, however^'iS^ when all ^y- 
ments in each dirwtion are thus set off agamist 
one another, there remains a bidance of payments 
.^Ji$..made in one direcfipn or normal 

years, the balance of payments Af 

T^n diaJ * which means that there is a balance of 
money dne to be sent to India, because* the exports 
are of greater total money value than the total 
value of the imports added to the interest charges 
on private capital and other money remittances due 
from India. Consequently the bank^after setting 
off payments in each direction against one another, 
find that they must send a bailee of mpp^y to 
In^a. This they can do by sending gold or silver, 
the latter being sold at its market price; but often 
the act^ shipment of coin or bullion is unneces- 


sary, ^^s Government requires to remit money to 
London to meet the Home charges, which amount 
to about £30 ,000.Q0 Q .Jiey ^num (oyer ^ oj^ es ofi 

the'ter^yoT^le^ 
mg m London what are called Council Bifis. Aha&| 
in London having a balance of payments mtUff t 


.Ipe remitted in money to India, buva a Oouacil Bfil 
'Secretary pf 






posted to Indis and caslied 


I. ■ ISiis 

ies the baUnpe 


daloatta or. 
se 

ol Pigments so fax as that Bank is oonoemed. 
'■yijIwTike inauaer, when the balance of payments i$ 
s^l^aiust Jndiarothat is to say, if ^ore money is 
owing from India to other countries ^au from those 
countrifts to Ipdia— jU^^jeggeg^lX^^^^ 
aold or silver out of cr tn hnv from the Gk>v-t 
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These bUis are paid for in rupees 
Treasuries in India ; and when sent to London they 
^entitle the holder to be paid so many thousands of 
ipounds English money out of the balances of the 
iB^retary of State. 

19ie seni^g of Council Bills by post takes tunc, 
however., fffl d government has in ?*ecent years ^ven 
ffiatliliSkfPlfc.e“ittence of wfea.t are call^ 

” or Telegraphic Transfers, 
whi(^ may be sent in either dii. action between 
London and one of the Presidency towns in India. 
.Government now sells both '‘immediate” and 
“ deferred ” telegraphic transfers between !ping- 
laiwl and Lidia, the former being sent immediately, 

price of “ deferred transfers differs from the 
price of “ immediate ” transfers by l-lOd. per fikpee, 
the “deferred ” transfers bcinglS[e^P§f^“‘^ 
so as ip conqi«ttsate for loss of interest on 
money for 16 di^ys. The im^.do not mnudly 
' """ n .teicgri^;^|yiu^ 
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from Government. The Exchange Banks (see 
above, pp. 73-74) make this a part of their basiness ; 
and any person in India wishing to remit, say, £200 
(about Bs. 3,000) to England by telegraph, sim|^^ 
writes an order to that effect to his usual bank, 
which, if not itself an Exchange Bank, passes on the 
order to the Exchange Bank for which it acts as 
agent, and charges a very small commission, 

The Bate oe Exchange 

Th^e is one point about the making of foreign 
payments, which it is necessary to understand ; 
and that is the effect which the fact of there being 
a balance of payments due in one direction or the 
other may, in certain circumstances, have upon the 
rate of exchange. Supposing that there is a large 
balance of payments due to India, this balance can 
be adjusted by the sending of gold from London, 
or by the sending of Government promissory notes, 
or any saleable securities, to India ; or by purchas- 
ing Council bills, which t he S ecretary of^.^BtjPi'te, 
hfifflre.thfi w» 5 ^.wa 9 prepareno seU w^ 

■ Porsotts desiring to send money to India 
would naturally compete among themselves to buy 
these bills, and would, in order to get more Bills than 
their competitors, jifffii BJiik^er 

TMs latter 

Agure was, therefore, the limit, beyond which ex- 
change could not rise. On the other, hand, whmi-lihe 
balance of payments was from India oatv^-ds, 
either goM had to 1^ ob^ined from the Govemio^t 
Vkflirye, or in the market, for export, or tradbp 
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to apply to Government fw 

^ef^ie the war these were sold at la. 

fluotoMions m 

. In normal times the exchange rates between any 
two countries having the gold standard can fluotU' 
ate only between narrow limits, which are determin- 
ed by the cost of shipping gold in either direction. 
The8eJmiit.iijg, rates are termed the “ uppar " and 
‘llOFer ” gold pointSf^oi “inward” and “out- 
ward ” gold pgjnts. For example, the par of ex- 
change between London and New York is $4,866 
for £1. The “ inward ” gold point, speaking from 
the English point of view, is $4.90, whilst the “ out- 
ward ” gold point is about $4.83. This implies that 
the cost of shipping gold either way between London 
and New York is approximately $0,035, or 3^ cents 
per £1. The par of exchange $4,866 represents the 
price in New York of £1 in England, .-'.nd the cost of 
sending gold would necessarily have to bo added to 
this, so that exchange cannot rise above about $4.90, 
because at that point a stream of gold begins to be 
sent from New York to London.* Conversely, when 
exchange falls to $4.83, London is paying a high 
pHce for the dollar, and it becomes remunerative to 
s<md gold to New York. ^ , 

In precisely the same way, as regards the Indian 
sterling exchange, the inward gold point was, from 
Indians point of view, before the war. Is. 4id., and 
the'<Hitward gold point Is. 3|^d. Since the alter- 
. iktion' bf the rating of the rupae in February, 1,920, 


Between Is. 44^. and 





m 




to a parity of 2^., the theore^Wftl g9kl.|i(j^ ||^ 

2s. 0\d. and outward gold point 1«. 
crease of the margin of variation from tho par # 
exchange from \d. to id. in tiie case of the hrNMrd 
gold point, and correspondin^y for the ontwiyrd 
point, is partly apparent and partly reah In the 
first place, it must be remembered that the sovereign 
is now legally worth Rs. 10 only instead of Es. 15. 
Consequently, the proportional cost of shipping the 
sovereign added to the opee of the rr^ee is corres- 
pondingly increased. V^c real increase of cost is 
due to the higher level of freight rates whic^ 
tove prevailed since the war. 

It is necessary now to understand what happens 
to the jgfihaftge-Jiato, gold 

and silver arc not available for shipment. For 
simplicity sake, let us first of all take a purely 
hypothetical ca|||||elating to the Indian exchange. 
We may supposOfigt there is a large balance of 
payments due to India, and that it is impossible to 
buy sufficient gold and silver for shipment to India 
to settle the balance, and that Govei^uhgnt cannot 
ojQter Council bills sufficient to satisfy tiie demand. 
How tten can the bale mce be paid T In fact it can- 
not be paid under tiiose circumstances. People wc#d 


then, t ry to export either valuable goods, su^ Os 
preciohs stones, or government promissory notes, 


or other securities, to settle the difference, 
as weU as money, were not availaUe for r 
at jptrofitable prices, them there wopld 
of finding the batoe da% an4 j 
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^•iriag to soui the money wonM qoppeie. nmoaRlSlt 
themse lvea to huj^ bi^^entitimg them to 
money in'lndia. Thk would naturally cause , 
p0^mT^3^ oF^(^ rupee in tn^a to rise ; an<i 
sottelnate of^change would be likely to rise much 
• uoint. - There is in fact no Hofinite limit 

to the height to which it might rise under tiiose 
circumstances. On the other hand, if the balance of 
payments were from India outwards, and if there 
were not miough gold obtainable in India for export, 
and if Government wertf unable to sell Reverse 
Councils sufficient to meet the demand, persons 
having to make remittances to London would com- 
pete with one another ; and the price of £l in 
London would rise, and the exchange rate, therefore, 
would fall, below the outward gold point. The price 
of £1 in London would then have risen, before the 
wpr, from Bs. 15 to Bs. 16, or^)|||P||lt which means a 
fall of the rate of exchange, as usually quoted, from 
Is. 4d. to Is. 3d., or lower. 

Thus, we see that the maintenance of the rate of 
foreijgn ex^^ge j|t a figure .qlo^e to ibe paiLftLfiX- 

: availa ble so me 


means of maakin g payment of the balance due in 
one direction or the other. If the balance of in- 
'debtedness cannot be paid, the exchange rate will 
tend to rise or fall beyond gold point, according to 
wheGier the balance is in favour of or against India. 

The only limit to such movements of exchange is 
file compensatory action which file high, or low, 
Its^ has on fi^e current of trade. 
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exchange rises hig^, some people having to make 
payments to India expressed in rupees find that it 
has become expensive to make such payments, and 
arrange to postpone them. Indian exporters sell- 
ing abroad iq. prices expressed in English money 
find that the rise of exchange makes it impossible 
for them to sell at the former prices because the 
English price becomes converted into a smaller num- 
ber of rupees. When they raise their prices, how- 
ever, some of the business is lost, the prices being 
too high for foreign buyers. Consequently tiie 
export trade tends to diminish. In that way, the 
balance of payments duo to India gradually becomes 
reduced until it disappears, and payments inwards 
and outwards become equal. This result has follow- 
ed, however, only h^came the exchange rate has 
risen. 

In a similar mgnner, a heavy fall of the exchange 
rate, due to a large outward balance of payments 
tends to correct itself. When the exchange rate is 
lower, the rupee buys fewer shillings and x>enoe 
English money, and so the cost of purchasing goods 
for import to India increases. With a heavy fall 
of exchange, the cost of many kinds of goods would 
become so high that the demand for them in India 
would fall off considerably. It is important to 
notice that such a reduction of the import trade 
is usually accompanied by an expansion of the ex- 
port trade, which is stimulated by a low rate of ex- 
change. The effect of a fall of exchange isj there- 
fore, automatically to bring into operatioii foi^cs 
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to rednee imports and increase Bspoxts. 
Tbis tends to rastore equality in the payments dns 
outwards an^ inwards. 

Cionsiderable movaments of the exchange rate re- 
nting from the causes just described can be illus- 
trated best from the experiences of Europe in the 
period since the termination of the war. The ex- 
change rates between various countries of Europe 
wind between America and Europe have risen or 
fallen a long way from the par of exchange and have 
been undergoing violent fluctuations. The situation 
in regard to the European exchanges will be under- 
stood by studying the table opposite which gives 
the exchange rates between London and many 
countries of the world. The first column of figures 
gives the par of exchange for each country, and 
the other columns the actual quotations on the dates 
stated. It will be seen that the Italian lira and the 
German mark were heavily depreciated in February, 
1920, the mark, in particular, being worth only one- 
sixteenth of its par value in gold. 

These fluctuations of the exchanges are obviously 
very unsatisfactory and embarrassing to merchants, 
as they cannot form any estimate beforehand as to 
what ^e probable movements of exchange will be. 
If they could do so, they would adjust their juiees 
aeeor^gly ; but the only course open to a merchant 
is to make a long term contract in advance for ex- 
change, so that^at the time of purchadng goods for 
sale HhtfOAi or oersa, he may cover Ms transac* 

ti^ kgfiiig t|ie ezcliange purdbased jn advim» 

.9 
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It iB very useful that the exchange banks make such 
arrangements; but, as it is a risky business for them, 
the rate of exchange offered is necessarily unfav<Mr' 
able to the trader. 

The inflttc^co of an excessive balance of payments 
on the Indian exchange has not in the past been 
•cmisidcrable — at any rate, it has been small in com- 
parison with what has happened as between other 
countries. Government has always made provision, 
so far as proved practicable for facilitating the re- 
mittance of a balance of payments. Daring the 
war, when there was a very favourable balance of 
t/radc and a difficulty in obtaining funds to finance 
exports from India, exchange would undoubtedly 
liave risen higher than the rate at which Govern- 
ment were prepared to sell Council bills, had not a 
oertain measure of control been exercised. 


Table of Exchemge Quotations in London. 


— 

Unit* 

1 

Par of 
KjcohangSt 

Maso 

I’itU 

8cpt. 

1919. 

II QVOT.U 

i«h 

Feb. 

1930. 

7IOKa. 

24th 

June 

1921* 

'America 

1 nolUraper£ 

4-867 

4-16S 

S'.h9 

3-71W 

l^nnee 

1 Fiancs „ 

25*226 

85W 

48-|5 

46‘7S 

Hdy 

Liro „ 

25>225 

mo 

Bi-m 

78*67 

Uermany 

j Harks „ 

2<)-43 

loeno 

S37-6 ! 

MM 



rBnpee... 

t*.4«r. 


««# 



•H 


it-Od. 

**• 

2*.7id. 


CMsa Mhaugliai) 

O 

0> 1 

Tael ... 


6#.0d'. 

ftt.id. 

8a« 

Jataa 

•c 

Ton ... 





Arganiin# 









i.Peio ... 

if a. 

4SR 

69iif. 

4I|^ 





Jkt gold waa not ovailablo'fdrisziractiMn 

Bnf^and, and the Ooveroment of India ^Kpearitonfled 
d^ettlty in pnmdiiig funds in India, by tilio ptuv 
diase of silver and otherwise, to an extent snfleieiit 
to allow the Secretary of State to sell Gk>nnoil biHs to 
meet the fnll demand of the Indian export trade. 
It was, therefore, made a condition of the sale of 
Council drafts in London during the war that tbc 
rupees so provided in In^a should be used soldiy for 
tile purpose of finafeing the export of commodities 
required for the prosecution of the war. In this 
way, the exchange rate was prevented from rising 
above Is. 4^., as it must have done in the prevailkig 
circumstances of trade if there had been no condi* 
tions imposed. The subsequent increases to la. 5di 
and la. 6d. were necessitated by the rise of the price 
of silver, as will be explained later in Chapter XIII ; 
but sueh increases were rmidered possible', and in* 
deed easy, by the balance of payments being strong- 
ly favourable to India. 

The e:ffeet of a highly unfavourable balance of 
payments on the Indian exchange may be illimtrated 
by tile conditions prevailing in ’the year 1920. A 
demand for Beverse Councils arose in January oi 
that year whm exchange was standing at 2a. 
and momtii by month the demand for Beverse Coon- 
oils grew until it reached unprecedented propor- 
tions. This was due mainly to the fact thaiv whilst 
the total vahteiof exports remained stationary^ tiie 
ixB^i^ w«re gra^hially increa^g in value, partly 
owing to the compensatory offset of the rise ^ 
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iBzdiaDfe, ^dddi KaB been alreadbr fdhfile9 to aberti 
(page 112), partly because ihie triage of eto(to 
of goods of znany kinds dne to the -mg was being 
made good ; and partly because a boom in company 
promotion had led to the ordering of a great amonnt 
of machinery and plant from abroad. Added to the 
growth of payments for imports, was an nnusnally 
large stream of remittances of profits and savings 
of persons who were tempted by the imnsnally hi(^ 
rate of exchange to make a prontable investment of 
their money in England. Reverse Oonncils were 
sold to the amonnt of ^11-million in Febmary, and 
thereafter at Hie rate of £l-mi]]ion per we^ ; bnt 
this was quite insufficient to meet the unfavourable 
balance of payments. The result was that the 
market rate of exchange fell much below the rate at 
which Reverse Councils were sold, whirii was cal- 
culated at the theoretical gold parity. By the 
middle of June the market rate had fallen to 7d. 
below the rate for Reverse Councils, and towards 
the middle of the monih exdiange touched its lowest 
point, namely. Is. 8d. Of course, exchange would 
not have- fallen so low if there had been in India a 
large quantify of gold available for export. • In this 
respect thi situation was peouliar^ and, as eo^kioed 
in a later chapter, large imports of gold were being 
made*by Government. It was not possiUe to release 
gold for export at a price corresponding witii the , 
exiehange rate of 2s., at which Reverse Counmls were 
being sold ; and the .intemal price .of gold wsi su^ 
that it Vias not prolitable to export go)^ d^laipeid 





U* 

from the hanks or the bazars when safshango tras 
at any poiq| above Is. 9d. The onf avoii»ble bs^laaoe 
oi^ payn^te was able to exercise its full efkdt in 
depressing the ra^ of exohangcii after the snspension 
of ^e sale of fieverse OonnoOs at the i»i^ d of 
September, 1920, and the rate fell gradually belo'w 
1$. 4d., and remained flactoating about that level 
throughout 1921. The course of events mtl be more 
fully desmbed and e:^lained in Chapter XV. 



CHAPTfiBX 

THE PALL OP THE PEICE OP SILVBB 

The present position of the Indian crarr^cy sya- 
tern cannot be futty tinderstood without a knowledge 
of its past developments. In Chapter III we- traced 
the conversion of the English currency from the 
double standard of gold and silver to tiie gold stand- 
ard with a token currency of silver, and the change 
in Lidia from the double gold and silver standard 
to the single silver standard. The present chapter 
is devoted to the 'period 1835 to 1893, the out- 
standing feature of yrMoh w^ the fal l of the price.- 
_of silYei^, We shall also see what were the causes 
of the changes which took place during that period, 
and examine their results. 

Prom 1835 onwards to about 1872, there was 
little alteration in the currencies of Europe and 
India. Por many cmitories the ratio of exchange 
between gold and suver bad been approxixnately 15 
tolas of silver to 1 tola of gold ; which correi^ndB' 
"mtii the price o?"1^3! per ounce for standard 
silver in London. Sometimes the ratio rose to 
16 ; 1 (that is, 58fd. per oxmce) as in 'JJS45 ; and 
some^mes it fell nearly to (65d. per ounce) 

as in 1859 ; but there was never any gfbat idiaage. 
On the whole, however, the price of silver was . 
lugher during the years from 1851 to lj|Sg than jt 
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had bieen {wevionsly for any snoh lengtliy period. 
*nte r^oa thk is probably to be found in the 
g^reat inerease 6f the world’s production of gold 
Whidbi began i^ 1851 as the result of the discoveiy 
Mid exploitalion of the new goldfields ij n Ca lifornia 
^ pd Aud:ralia . The gradual increase of the sup- 
plies of gold facilitated an 'extismsion of credit by 
banhs in England, gnd.^tend^d.in.'this w:ay to. raise 
the price ^f ocmmodities. wd with th^n ^e pi^ of 
It is indeed surprising that the price of 
silver did not me higher. The explanation is prob- 
ably to be found in the fact that the famous French 
Law of 1803, which established tHe double standard, 
and imide both silver and gold standard money at 
the ratio of 15i : 1, was still in operation. Gold 
tended, therefore, to replace silver in Franco as 
medium because the fall in the price 
of gold relatiyely to silver hadsnadc it the cheajwr 
metal. This meant that large stocks of silver were 
goii^ m the market from France, and this tended to 
keep down the price. From 1865 onwards, the 
world’s ^oduciion of silver began to increase consi- 
d^i^ly ; and the effete of Giis hi lowering its price 
could not be long delayed. 

Boring 1872, however, the rate of exchange 
between Ei^^d and India was fairly stable and 
varied rosmd idKmt 2a., usually just a litHe mpder« 
l?he mmhmi|e rate varied, of course, wit4 the 
p|iee of slhrex<i^ .1»tt the range variation was 
.1^11 compared with what haig^ed i^rwards. 
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was at tiiis time, ws may make a oaloilatioii of what 
the rate of sterling exchange moat have been dozing 
this period. The. sovere^p contaiiu almost ezaoil^ 
^413 grains of pure gold, a^the rupee, which wm|^ 
grains, oontains l6a grains of pure ^ver. 
When the market price of silver corresponded with 
the ratio of 15 tolaf of silver equal to 1 tola of gold^ 
the number of rupees which it cost to buy £1 in 
London is found by the following calculation s-— 

X 15 S SW «. 10*27, or BOMly Be. 10^. 

That is to say, the price of the sov^eign was 
Bs. 10-4^ and the rate of exchange, cu3 usually ex- 
pfos^d, namely, the price in London of buying one 
rupee in Bombay or Calcutta, was 20«. 4*10*27 or 
about la. ll^d. When the ratio of silver to gold 
altered to 14^ : 1, the equivalent rate of exdbange 
was 25. O^d. ; but the ratio usually varied between la. 
lid. and 25. The rates of exchange thus calonlated 
arc equivalent to the par of exchange as the tom is 
understood between two countries both having the 
gold standard, or both the silver standard. Obvi> 
ously there is no fixed par of exchange between a 
country with a gold standard and a country having 
a rilver standard. The * par of exdiangs * is then a 
variaUe figure depending upon the wo1rld*s price 
sBver in terms of gold ; and it is calculated as diown 
above. The balance of trade has its offset upon 
the rate of exriiange at the same time. Wheoi the 
bolsnee q^ayments was in favour of Xndia,.a8 woo 
usu^y IK case, the mte of exchaii|;e wo^ tiao > 
abovqtho pa£ity ofJic prioo'of sffvotto ext^of 
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aboat which represented the cost of importing 
silver. On the other hand, when the balance of 
payments was owtward, the rate of exchange would 
fall to nearly below the parity of the price of 

silver. ^ . 

It was in 1872 that the radical change in the rela- 
tions of silver and gold began.^ In the previous 
year Germany had decided to begin a reform of her 
currency on the basis of adopting the gold standard. 
The convenience of the English system, and the 
advantage to trade of a fixed exchange with the gold 
using countries, then principally the British Empire, 
were recognised and were probably the chief 
reasons. In 1872 Germany began to export large 
quantities of silver coin and imported gold. Several 
of the smaller countries of Europe followed the 
example of Germany, so that by 1873 much redund- 
ant coin was in the market, and Franco found that 
the operation of her fixed bi-metallic standard at the 
ratio of 15J : 1 was leading to the export of her gold 
coin and the import of silver. Early in 1874, there- 
fore, Prance, and later the other countries of the 
Latin Monetary Union — Belgiufii,, Italy and Switzer- 
land — suspended the free coinage* of silv'cr. In 
course of time the silver five-franc piece acquired 
a scarcity value, and when France adopted the gold 
standard, it was declared a token coin, representing 
the fourth part of the gold twenty-franc piece. 
Prom this date, 1874, a rapid fall of the price of 
silver set in, and continued for nearly tu^llllty years, 
with short periods of recovery. 
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There appear to have been mwy canaeg 'viiiidt 
combined to achieve this result. The general opi- 
nion is that, not only was silver becoming more 
plentiful in relation to the demand, but gold at the 
same time was becoming more scarce, or appreciat- 
ing in value. These causes may be taken separately. 

In the case of silver, two factors were affecting 
the 8upplJ^ In the early years of the fall of the 
price, much redundant silver coinage was coming on 
the market from those countries which had adopted 
the gold staaidard. At the same time the world’s 
production of silver was continually increasing, and 
the cost of production of silver was declining, partly 
owing to the discovery of new mines ; but mainly 
owing to the invention of the Pattinson process for 
separating silver from load, which made it profitable 
to extract comparatively small quantities of silver 
which in previous times would have been left in the 
lead as sent to market. It even became 'profitable 
to take the lead roofs off largo builduigs in 
iflurope and to reijlaco them with new^lead, merely 
in order to extract the silver from ,^e old lead. 
Thus there was a gi'eat increase of the supply of 
silver. On the other hand, the demand for silver 
was reduced by the fact that for many years very 
little was required in Europe or America for coinage 
purj )oses. The demand of India and China still 
remained; but this was not sufficient to suppmrt 
the pric^^ 

A laT0 share in causing the fall of the price of 
silver att^butsd the appreoiiKtiim of gold. 
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The general purchasing power of gold was rising* 
as indicated by the fall in the general level of prices 
in many countries about this time. In England and 
Germany the decline commenced in 1873, whilst in 
America it had started in 1865, soon after the end 
of the Civil War. In all the countries which had 
adopted the gold standard a decline of prices set in. 
This was due to the greatly increased demand for 
gold as currency, combined with a decline in the 
world 's production of gold. The richest beds of the 
Australian and Californian gold-fields had been 
exhausted ; and the South African and Klondyke 
gold-fields had not been discovered. Tradb was 
expanding rapidly in the seventies ; and as will be 
explained in the chapter on Prices (Chapter XVII), 
if the currency and “ hank money " in a country 
remains constant in total amount, and the rapidity 
of circulation is unchanged, but the volume of trade 
increases, prices must fall. It may be asked why 
credit money, particularly the so-called bank money, 
which is a substitute for currency, did not increase 
as rapidly as the' growth of trade, and thus tend to 
keep prices bteady. The reason is probably to be 
found in the fact that the banlcer requires a certain 
percentage of gold for his reserve ; so, if the basis 
of his loans, namely, gold, was becoming scarcer 
relatively to the volume of trade so must the credit 
money also, which is based on gold. Furthermore, 
as a result of a series of commercial crises and 
panics, culminating in those of 1.857 and* 1866, the 
English banks had learned to be more cautious ae to 
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the nature and extent of their loans. They hence- 
forth followed a policy of extreme caution, which 
tended gradually to contract the volume of credit 
relatively to the total volume of • trade. 

On referring to the table and diagram (Chapter 
XVI, pp. 269-270), it will bo seen that prices in 
England fell from a level of 111 in 1873 to 62 in 
1895— a fall of 45 per cent. In a similar period, 
from 1871 to 1894, the price of silver fell from eOJd. 
to 29d., that is, by 52 per cent. It may be fairly 
inferred that the special causes affecting the de- 
mand for and supply of silver merely accentuated 
the fall of the price, which must have taken place 
as part of the general fall of prices, due to the 
appreciation of the value of gold. 

It is important now to examine the effects upon 
India of the fall of the price of silver. The first 
and most obvious effect was the fall of the exchange 
rate. At the beginning of this chapt^, it was 
explained that the parity of exchange between two 
countries, one having the gold st^pdard, the other 
the silver standard, must rise and fall in accordance 
with the price of silver in the world’s market. 
London is the great silver market of the world, and 
the price of standard silver in London is the figure 
generally quoted as representing roughly the price 
in all the principal countries. It will be apparent 
how closely the rate of exchange depended on the 
average price of silver by oxHrnining the following 
table, which gives the price of silver in pence per 
ounce Tfoj in London, and the average rate of 
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sterling exchange in the same year 


Year. 





Exchange. 

l-'rice of 
■ilvw. 






*. 

d. 

d. 

1863-64 


a 



. 1 

ii« 

611 

1867-68 





. 1 

•Hi 

60i 

1871-72 





. 1 

Hi 

COi 

1875-76 





. 1 

9i 

56} 

1879-80 





. 1 

8 

61} 

1883-84 





. 1 

7J 

60} 

1887-88 

• 




. 1 

41 

44} 

1888-89 

4 

4 



. 1 

4i 

42i 

1890-91 

4 

4 



. 1 

6i 

47U 

1891-92 

• 

4 



. 1 

4i 

45 

1892-93 

4 


. ‘ 


. 1 

3 

39 

1893-94 


4 



. 1 

2i 

35A 

1894-95 


• 



. 1 

li 

28H 

1895-96 


• 



. 1 

li 

30 

1896-97 


• 



. 1 

2i 

30f 

1807-98 


• 



. 1 

3S 

27A 

1898-99 


4 



. 1 

4 

27 


It will be seen that the price of silver remained 
above 65<?. per onnee till 1871-72, but that by 1875-76 
it had fallen to 56|d. At the same time exchange, 
which had been Imiformly just a trifle below 2s. fell 
to Is. 9§d. Looking down the table, it will be seen 
that, as the price of silver continued to fall, so did 
the rate of exchange. In 1890, however, the price of 
silver rose rapidly for a time, owing to the opera- 
tion of the Sherman Act in the United States, which 
required that Government every year to purchase 
54 million ounces of silver. In 1890-91 exchange 
varied between Is. 9d. and Is. 5d. Thereafter, how- 
ever, the downward course in the price of silver and 
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of exchange continued with little interruption. Li 
1892-93 the rate of exchange had fallen to Is. 3d. and 
the price of silver had fallen to 39d. and was still 
tending downwards. 

The effects within India it^lf were those which 
would naturally be expected in a silver standard 
country when the price of silver was falling in the 
gold standard countries. Great quantities of silver 
wore imported into India to settle the favourable 
balance of trade, and this silver was very largely 
converted into rupees, because the mints were open 
to the unlimited coinage of silver. There was thus 
a consideralde increase of the rupee circulation, and 
at the same time some increase of the paper 
currency. The result was an intermittent but gene- 
ral rise of prices in India during the latter part of 
the period, namely 188.3-1897. This was particu- 
larly evident in the prices of foodstuffs and of other 
commodities produced and consumed wi&in the 
country, and the rise of prices was reflected in the 
rise of wages. On the other hand, the prices of 
commodities imported from abroid, and of raw 
material exported, mostly tended to fall slil'htly in 
price, or remained stationary. 

Th6 price of silver in India was, of course, a fixed 
figure, namely Rs. 106-6-0 per 100 tolas of pure 
silver. - India having then the silver standard, this 
price of silver was what is called the mint par. 
It is a mere statement in another form of the pro- 
portion of pure silver in the rupee with a deduction 
for the cost of coining. As the rupee, whixfii 
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1 tola, is eleven-twelfths pure silver, the number of 
rupees which are equivalent to 100 tolas pure sitvar 

“ « X 100 =Rt. 109-1-6. 

If we deduct Bs. 2-6-3 as the charge (at 2.2 per 
cent) made by the mint for the coinage of 109 silver 
rupees, and annas 5-3 for the loss of interest whilst 
the silver is undergoing assay and coinage, and the 
cost of transportation, etc., this gives us Es. 106-6-0 
the fixed price of 100 tolas of silver in terms of 
rupees. In gold standard countries, there is, of 
course, a fixed price of gold in nomaal times, which 
in England is £3 17s. lOSd. per ounce. 

The effect of a fall of the rate of exchange on 
Indian foreign trade is not easy to ascertain. At 
first sight, one would suppose on theoretical grounds 
that a falling rate of exchange would greatly benefit 
the export trade and at the same time depress the 
import trade. The actual statistics of the value of 
foreign trade during the period in .question do not 
support this vi^w, however. Exi)ansion of trade 
went on during the shoi*t periods when exchange was 
stationary or rising slightly, and there was no great 
expansion of export trade during the short periods 
v;hcn exchange fell rapidly. It is to bo remembered 
tliat prices in the gold standard countries were fall- 
ing at the same time ; and very often the fall of the 
prices of Indian raw produce in foreign markets 
coincided very closely with the fall of the rate of 
e xchange. Whilst the fall of the exchange rate docs 
not seem to have dohe much to stiimilate the growth 
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of tlie export trade and of industries producing for 
export, it certainlj at times provided great profits 
in the export trade. ^ ^ ' 

Exporting merchants, who were buying things in 
India in rupees, were selling them in London and 
elsewhere in pounds sterling, or in the gold ourrmioy 
of some other country, and they were often getting 
unexpectedly high prices for their goods when the 
gold prices were converted into rupees. This 
doubtless contributsd to building up the big fortunes 
of the merchant princes of Bombay and Calcutta, 
which were used to finance the development of the 
trade of the country, and in expanding the cotton 
and jute manufacturing industries. 

Allowing about three years as the probable time 
before the profits of trade would become invested 
in cotton and jute mills completed and at work, we 
may take the following figures as indicating the 
growth of these industries as a result of capital 
invested during the period of falling exchange : — 


— 

1878-79. 

1898*99. 

Percentage 

Increase. 

Cation Manufacture,^ 
Number of Hills •«. 

6S 

174 

200 

Numbm* of Looms 

12,988 

»7.28<l 

187 

Number of Spindles 

1,486, 46i 
571 

4.463,8^ 

211 

Auiborisf^d capital (in lakhs 
of rupees).’* 

•* 

JuU Atani^aeiure,^ 
Number of Hills 

1,504 

163 


• 22 

33 

SO 

Kutttber of Looms 

4,946 

1^421 

178 

Number of Spindles 

70,840 

:(79.488 

891 

AnlborUed capital (in lakhs 

867 

408 

85 






*'SterKnf ahnw ea^tal ia c oa T w ted at Ra. 10»R1. 
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!F}id Oovenunent, on the other hand, snffored oon> 
stderable loss through the depreciation of tiie. n^pee, 
beeanse it had undertaken heavy expenditore In 
London, whieh had to be met every year. This ex- 
penditnre was very largely interesi upon monies 
borrowed in London for nse in India. It inelnded 
the cost of plant and materials for railways and irri- 
gation works, the maintenance of the office of the 
Secretary of State in London, the pensions of retired 
officers of the Indian services living in England, the 
cost of purchase of stores, and many other i^ms. 
The rupee having fallen in value from 2s. to Is. 3d., 
it is obvious that to purchase every £1,000 in Eng- 
land required a correspondingly greater number of 
rupees — Bs. 16,000 instead of Bs. 10,000. The diffi- 
culties with which the Government of India was 
f.aced owing to the fall of exchange were clearly 
stated by the Indian Currency Committee of 1893. 
“ In 1873-74,” they say, “ before the fall commenc- 
ed, the amount remitted was £l3,2f' 5,678, which, at 
the rate of exchange of Is. 10.351d., was represented 
by Bs. 14,26,57,000. During last year (1892-93) the 
amotmt remitted was £16,532,215, which, at the 
average rate of exchange in that year, vie.. Is. 
2.985d., required a payment of Bs. 26,47,84,150. If 
this could have been remitted at the exchange of 
1873-74, it would have needed only Bs. 17,76,19,200.” 

The Government of India had therefore to remit 
in 1892-93 Bs. 870 l^hs more than if the exchange 
had remained M the level of 1873-74, and Bs. 980 
laUrn niKnre |han wojold have been necessary at ti|a 
' I"' 9 
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old ekdiange rate of 2s. To those familiar wilh the 
pnblio finance of India at the present time, alosi 
Hs. 870 lakhs over a series of years may not se«aii.a 
very serious matter ; but it has to be remembered 
that in 1892-9^ the whole revenue of India was only 
Bs. 90 crores, whilst the estimated revenue for 
1920'21 is more than twice as great, namely, Bs. 205 
crores. Consequently the loss of that sum was 
far more serious then than it would be at the present 
time. 

Mpch difficulty was found in making up the deficit 
resulting from the loss on exchange, the only means 
of doing so being the imposition of additional taxa- 
tion. The Government of India had to face the 
possibility of exchange falling still further with a 
further fall of the price of silver. They had to 
examine what would be the position of Indian finance 
if exchange fell to Is. As Sir David Barbour said 
in his financial statement of 1893. Our financial 
position for the coming year is at the mercy of ex- 
change, and of those who have it in their power to 
afifeot in any way the price of silver. If we budget 
for the present deficit of Bs. 1,59,51,000, and ex- 
^ange rises one penny, we shall have a surplus ; if 
it fidls a penny, we shall have a deficit of more than 3 
crores ; if we impose taxation to the extent of Bs. 1| 
crores, a turn of the wheel may require ns to impose 
further taxation of not less magnitude ; anoGior 
turn, and we may find that no taxatkm ht all was 
zaqiaiirod. It will be oblNions, fiimn w^ t hat% 
that what we hiave got te m 
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gwtog OUT smageauftQts for &«xt yoar, ii iwt 
so much fhe question of increasiag the puhlio reufK 
xfue, or reetik^g that portion of the public expeuil- 
ture winch is under our control, but the (dances of 
a settlement of the currency questiop.’’ 

It win be easily understood, therefore, bow mrgeat 
was the question of currency and' exchange at ISiat 
time. Not only was Government losing heavily, but 
the merchant community was suffering badly from 
the instability of exchange which turned every 
•trade operation into a gamble in the fluctuations of 
exchange. There is no wonder, therefore, that the 
period from 1B74 to 1893 was one of continual con- 
troversy on the currency question. The output of 
literature, o^ial and non-official, was enormous. 
Other countries were similarly affected in different 
ways according to their various circumstances, and 
in every country the currency question was a source 
of raging controversy and political propaganda. 
In the United iSlates of America, tl.orc were repeat- 
ed proposals to revert to the silver standard ; but 
the alternative proposals of attempting to stabilise 
the price of silver were adopted and resulted in the 
Sherman Act above* mentioned. The most contro- 
yOTsial of the proposals was that known as W- 
mi^allism, the object of which was to secure an inter* 

, national agreement amongst all the prineipal conn- 
of the world to flx a standard ratio between 
;gpld an#8Uyer. It was held by this sdiool that the 
.^bifi standiM^ Jf universal^^ would be 

; hsaaflcial and %y pointed to |ba 
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success of France and the Latin Union in maintain- 
ing the double standard at the ratio of 15^ : 1 for 
sixty years, A series of international monetary 
conferences was held, the first being in Paris in ‘ 
1878. There verc four such conferences altogether, 
but no success was achieved in securing agreement 
between the principal countries as to the ratio to be 
adopted between gold and silver and the method of 
bringing the change into effect. The question was 
all the time being complicated by the further fall of 
the price of silver. 

The Government of India and a strong party of 
public opinion in India favoured the proposed bi- 
metallic system. India was represented at these 
international conferences, and Government delayed 
making any decisive change in the Indian currency 
system in the hope that the conferences would lead 
to a successful solution of the problem. The failure 
of the last International Monetary Conference held 
at Brussels in 1892 convinced Government that they 
had nothing to hope from bi-metallism, and that 
India must take action by herself on whatever lines 
seemed most likely to meet her special conditions. 
Even before the Brussels Conference met, Govern- 
ment had appointed a Committee on the Indian 
currency, of which Lord Herschell was the nhaif i n Mi * 
to examine the situation and certain proposals of 
the Government of India, and to report m the 
of the results of the Brussels Conference; As wa 
shall see in the next chapter, thin Cofumittee pro- 
pose ithe closing ot jhe Jn^ias, .Mints j||Q 
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unliiMted ooinagie of silver, and this mi^asnre was 
immediately adopted by Qovemment, thus introdno* 
irig the next stage in the currency history of Sadia— 
the adoption of the Gold Exidiange Standard. 
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THE GOLD EXCHANGE STANDARD 

The continued fall of the price of silver involved 
the fall of the rate of exchangee with it, as we saw in 
the last chapter. Government was suffering heavy 
loss in the remittance of money to London to meet 
the Home charges, and the foreign trade of India 
was suffering from its speculative nature owing to 
the instability of exchange. We have seen that the 
seriousness of the position led Government to ap- 
point a Committee under the Chairmanship of Lord 
Herschell in 1892. The question put to the Com- 
mittee was whether the Government of India should 
be allowed to carry into effect the proposals which 
they had just made for stopping the nidimited coin- 
age of silver in India with a view to the introduction 
of a gold standard j and what modifications, if any. 
they might suggest. 

The Committee issued its report in tlie fbllow- 
ing year ; and it has become a classic document in 
the history of the Indian currency. They examined 
the effect of the fall in exchange on Indian finane# 
and 'bn the people of India and its commerce ; and 
they fully coneurretl with the Government of Ladia 
in Gie need for a ^ange in the currency The 

Committee agreed that the minta shdnlit clowd 
to unlimited coinage of rupees for pnbfio } 
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iMEit i^y STij^sted that Government should an> 
nocmoe that it would oontinue to coin rupees and 
issue them to the public if required in exchange for 
gold at a ratio to be fixed. The Government of 
India had proposed that the ratio niig^t be allowed 
to rise to l.s. fid. ; but the Committee preferred that 
Government should issue rupees in exchange for 
gold (either bullion or coin) at Is. 4d., although this 
rate was not to be regarded as permanent. It was 
also recommended that gold should be received at 
the Government treasuries in satisfaction of public 
dues at the same rate. 

The Committee considered, and rightly so, that 
the effect of limiting the coinage of rupees would be 
to raise the rate of exchange, and that the possibility 
of always obtaining rupees at the rate of 15 for £1 
would prevent the rate of exchange rising above Is. 
4d. This would amount in {iracticc to placing India 
in the same position as countries possessing the 
gold standard, at least as far as the foreign trade 
was concerned ; and it would have the great advant- 
age of securing a stable rate of exchange. The 
ComMlttec made a thorough survey of the currency 
systems of all the principal countries of the world 
as tiiey then existed. They found that many coun- 
“^tries had adopted the gold standard to the extent of 
being able to miuntam a stable rate of foreign, ex- 
change in gold, whilst there was little or no gold in 
circulation in the country ; and the actual circulat- 
ing medium was silver coin and paper money. A 
exmu|de ims mi her colon^^ 
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Java, between whiob and the rest of the world a 
gold exchange was maintained with practically no 
gold in circulation and very little in reserve. Chid 
country after another had closed its mints to the 
imlimited cohiagc of silver, and by this means had 
been able to keep exchange up to a gold parity. 
The cases of Russia and Austria were particularly 
interesting and instructive. In Russia paper money 
convertible into silver was circulating at a value 
above that of the silver which it represented ; whilst 
in Austria the paper money was absolutely incon- 
vertible. Yet owing to the limitation of the amount 
of paper money issued in each of these countries, 
its value was maintained, and the exchange was 
maintained at gold parity. It therefore appeared 
to the Committee “ tliat it had been found possible 
to introduce a gold standard without a gold circula- 
tion ; without a large stock of gold currency ; and 
even without legal convertibility of an existing sil- 
ver currency into gold.” It was on these conclu- 
sions that they based their recommendations. 

Immediately after the issue of the report, the 
Government of India, by Act VIII of 1893, closed 
the Indian mints to the free coinage of both gold and 
silver. Government retaining the power to coin 
silyor rupees on its own account. By notifications 
issued at the same time, arrangements were made 
(l) -to receive gold at the Indian mints and pay out 
rupees in exchange for it at the rate of Is. 4d, per 
rupee ; (2) for sovereigns and half-sovereigns to be 
roeeived in payment of amounts idue to GovomSK^t 
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at r&te of 15 rupees to the sovereign j and (3) 
for the issue of currency notes in exchange for 
coin or bullion at the same rate. It will be observed 
that 1Y”” wafin TndiiL ; and 

that, although the Oonuniitee contemplated . the 
eventual adoption of the gold standard for India, 
they did not propose the immediate opening of 
the mints for the coining of gold. In their view a 
transition period was necessary in which the rate 
of mcchange would be brought up to Is. When 
this was achieved, the further measures which might 
be required for the establishment of the permanent 
system on a gold basis might be considered. 

The effect of these changes v:as to establish in India 
a currency system which was in many ways similar 
to the gold standard systems prevailing in Europe 
and America, although there wa ^ - at first, .no-gold 
actuaU^^ eirctdl^ absence of gold is, 

howler, an important difference between the Indian 
system then established and the true s^old standard. 
Li the latter case, where there is plenty of gold in 
circulation and in the reserves of the banks, the 
foreign exchange business is easily regulated by the 
banks without the intervention of Government, and 
exdumge is kept close to the parity (that is, the 
mint par between the standard coins of the two 
countries) because there is plenty of gold available 
to be export^ or imported when there remams a 
balanw of pa^^ents due outwards or inwards which 
it is not ponsible to settle by other |a^s. 

^e jibcicp^ of gol4 jBvaitoble fofili^rt was.iito 

rf 
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I we aknes s pf_^o s y stem thfi Ja^nsi- 

tion period. Consequently, whilst the arrtmgc- 
ihont was such as to prevent exchange rising above 
Is. 4d., the re was .no .means o f raisi ng exchange from 
ti^e leyel at which it .stood, when the (Jpm^ttee 
rejported, namely, Is. 2 §d. to Is. 4d., o r eve n of pre- 
yeatmg-it. fal l ing- .further. There was a great 
volume of rupees in circulation, and more rupees 
continued to be issued almost to the end of 1893 
until the stocks of silver at the mints were ex- 
hausted. The price of silver continued to fall, and 
there was nothing to prevent the rate of exchange 
also falling, though in actual fact it did not fall to 
the same extent as the price of silver, so that the 
limitation of the coining had some effect. The 
following figures are interesting as illustrating the 
continued fall of the exchange rate and of the price 
of silver, whilst they show clearly the way in which 
exchange was maintained at a higher level by the 
closing of the mints, and ultimately reached Js. 
4d. : — 


Intrinsic Taluo Average Exchange 
Year. of ranee as value 

silver oullion. of rnpees. 





tei QOzi) BXGHANaS ^9 

Duwg the years 18d4, 1895 and 1896 no rupees 
whatever were coined, and in 1897-98 the only coin- 
age was on bdialf of certain native states. 

It is difficult to suppose that, if Indian trade, had 
been in a healthy oonditicm and the country as a 
whole undergoing its noimal expansion, the stock 
of rupees existing in 1893 would have proved suffi- 
cient in volume to prevent the rupee rising to a 
higher purchasing power in the course of three or 
four years. It is probable that just at this period, 
1896 to 1898, tlie strongest influence on the' level of 
exchange was the Successi o n of Yery„bad.. ,JO»Sfl!»s 
which Ind ia exp erienced. The country at this time 
was devastated by famine and plague for a succes- 
sion of years. This considerably reduced the pro- 
ductive power of the country and its exportable 
surplus of foodstuffs and raw materials. At the 
same time most European countries were experienc- 
ing a severe depression of trade and the demand 
for Indian goods was slack. At tuis time there- 
fore India could not experience the usual highly 
favourable balance of trade, and this doubtless kept 
the exchange value of the rupee from rising. There 
was a recovery of trade in 1898, however, and this 
year saw the exchange rise for the first time to 1«. 
4d. since 1892. It is a curious fact that, after 
waiting five years, the expectation of the Herschell 
Committee, that the rate of exchange would rise to 
la. 4d. as a result of th6 closing of the mints, was 
ai last fulfilled, just at the time when Government 
had appointed another Oomniit|ee) presided over 



l40 GOLD iSXOEAi(GS 

by Sir Henipr Fowler, to consider the ^tar9 of 
Indian onrrdicy. 

Early in 1898 the Government of India addv^od 
the Secretary of State witii proposals for seeoring 
the early realization of a gold standard in India, 
whidi involved a very large withdrawal of mpees 
from circulation, as they supposed that rupees were 
still in excess of the requirements of trade. To- 
gether with' their own proposals Government for- 
warded two other schemes, one of whidi — ^that de- 
vised by Mr. A. M. Lindsay, Treasurer of the Bank 
of Bengal — ^has become famous. He proposed that 
a ** gold standard reserv e " should be created in 
LondonHiy means of a lora of £10,000,000 raised 
by the Secretary of State, and to be deposited with 
the Bank of England. Sterling drafts were to be 
sold in India when required at Is. 3|d., and met out 
of this fund. Conversely, there would be a rupee 
section of the gold standard reserve kept in India, 
on which Council bills would be sold in London at 
Is. 4 l-16d. for trade demands when necessary. Mr. 
Lindsay’s scheme was a device whereby Government 
would use its powers and credit to maintain India’s 
currency system on a gold basis without ha\^g 
gold in circulation. In principle it was an anticipa- 
tion of tile system which was subsequ^ily develop- 
ed, ^though the administrative madiinery he xiro- 
posed was considered, and has proved to have been, 
unnecessaiy. 

Fowler Committee oonsidered the propose 
qf jthq Government of India and the varim 
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sdiemes submitted. It is important to note tlu^ 
with the improvement of trade, exchange rom to 
la. 4d. bjr the time tbe Committee began its aittings. 
The undmtaking of Government, made in accord- 
anoe uritii the recommendations of the Hersdidl 
Committee, to give rupees in exchange for gold at 
the rate of T j^lStngl. remained unutilized for some 
years ; but in 1898, and till 81st March 1899, 
when the Committee reported, £2,370,000 in gold 
was paid into the treasuries for this purpose. This 
event seemed to indicate that the period of uncer- 
tainty and distrust had already passed ; and it 
therefore seemed to the Committee unnecessary 
to adopt the drastic measures or the elaborate 
machinery of the schemes submitted to them. They 
felt that it would be sufficient to limit themselves 
to the amplest measures which seemed essential to 
secure Gie establishmmit and miuntenance of an 
effective gold standard for India. 

The Committee held that it was essential for the 
welfare of India and Indian trade that the gold 
standard should be placed upon a firm basis. They 
pointed out that for a country like India an estab- 
lished gold standard is the simplest and most effect- 
ive means of attracting capital from abroad. The 
need of India for foreign capital to secure her 
economic development was indisputeble ; and the 
need was partly for temporary and partly for per- 
manoit investment. There is a seasonal demand 
for capital for financing the movement of crops and 
produce* for esport. This ]M4 ii^gased freqniati 
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Btringency in the Indian money market, and it was 
dosindde that capital should dow.ln from abroad for 
SB^h purposes of temporary finance. London finan- 
ciers would not risk sending out their money to 
India if, when they wanted it back a few months 
later, there was ^a risk of a movement of end iange 
, having wl^^' out ^ ..tb« prrtltft^lin^d , perhaps Jeft 
1 them_y^th a lose. The transfer of capital would be 
'encouraged by a fixed exchange, which could only be 
secured and guaranteed by an effective gold stand- 
ard. Likewise the flaw of capital into India for per- 
manent investment in the shares of companies, etc., 
would be stimulated, for the investor would not have 
the uncertainty of the return upon his capital being 
affected by the fluctuations of exchange. 

Briefly, the recommendations noade by the Com- 
mittee were : — 

(1) That the British sovereign should be made 
legal tender in British India, and an endeavour 
i^ould be made to introduce it as a current coin. 
The Herschell Committee’s recommendation that 
the sovereign shotild be rated at B s^. 15, a nd rupees 
be made available in exchange for sovereigns at ffiis 
rate was confirmed. This provision would have the 
effect of preventin g exchange, riffipg «bnvA 1/?. 44 , bY 
more than the cost of bringing sovereigns to, India 
whefe they would be convertible into rupees. In 
order to facilitate the introduction of gold ,iiito 
actual circulation, the Indian mints were to be op«i- 
od to the unrestricted coinage of sovereigns and 
haUf -sovereigns at as early a date as x>odstble. 
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(2) As regards the position of the rupee, it . was 
d erided not to set-amg.. .limit onJ^the-,. apiMiat. ,of 
rtt|^jgfeij^..5hanld.he. lenaj tester. Referring to 
the legal position of fhie English silver coinage, the 
amount of which is limited as legal tender to 4i2iL 
in one payment, the Oommittee said, “ While it can- 
not be denied that the 405, limitation tends to em- 
phasise and mai ntain the subsid iary characte r of 
Qur silver co inage, yet the essential factor in main- 
taining those tokens at their representative nominal 
value is not the statutory limit on the amount for 
which they are legal tender in any one payment, but 
the limitation of their total issue. Provided the 
latter restriction is adequate, there is no essential 
reason why there need be any limit on the amount 
for which tokens are legal tender by law. " This is 
entirely true, and the Committee reinforced their 
views by quoting the examples of Franc e and the 
Un^<i,States,jwherc the mints had been closecT to 
the unrestricted coinage of silver, but fhe silver coins 
remained unlimited legal tender. Furthermore, as 
the Committee pointed out : “In neither country 
are such coins convertible by law into gold ; in both 
countries alike they are equivalent to gold for all 
internal purposes. For international payments, so 
far as specie is eoneemed, France and the United 
States depend ultimately on the international me- 
diiun of exriiange, which is gold. In the last resoi't, 
it is their gold which, acting through the foreign 
exriianges, whole mass of their cur- 

r^y at its nom^f^ uritw for iaternal ^sirpos^T 
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The CoDoiuittee recosamended Goveiam eni: 

of India should not be boh]^ lo~ii6.y ont sove reiims 
in exchange for rupees pr^s^led f xd^ough it voidd 
n im s^vaufaj^WiS'^^ pj^ out gold wh^i' 
ever the stocks of gold in xesetyes shotild so 
permit, and the people be willmg to accept gold. 

(3) On the other hand, however, Government 
should always he prepared t o mahe gold ava ilable f or 
U CTort ; b ecause this was the only way of maintain- 
llg the rate of exchange at la. 4d. if the balance of 
payments should be against India. In order to en- 
sure, so far as possible, that gold would be avail- 
able for shipment, it was desirable to establish a 
gold reserve. It was recommended tibat when the 
coinage of fresh rupees became necessary, the .profits 
of such coinage should not be credited to the nevenue, 
or held as a portion of the ordinary balances of the 
Government of India, “ but should be kept in gol d 
as a special reserve, e ntirely apart from the pape r 
currency reserve and the ordinary treasury bate nc- 
es. ’’ This reserve, when afterwards established, 
came to be known as the Gold Standard Bsserve, 
It will be seen i^at the Committee rec^emmended, not 
only the establishment of the gold standard in India, 
but the putting of gold into effective cdrei^tion as 
far as possible. They evidently looked forward to 
India being eventually placed in possession of a fiail 
gold standard cnrr^cy The eaqieiienee of 

the next few yeara led, however, to iditMt 
put^ gold extens^y into oireuk® 

, ]b«dn|f,abai^ned-..M both m^jviMesaaiy 
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We shall see how this change of opinion cajne about. 

The continually improving trade and rising prices 
of the years 1899 and 1900 led to a great demand for 
rupees in India, so that early in 1900 the stodcs of 
rupees in the Paper Currency Eeservg had fallen to 
Its. 5 crores. The resumption of oo^age bec ame 
i mmediately nece ssary ; but at liie same time an 
attempt was made to force sovereigns into use as 
an ord yary medium of currenc y. The results were 
not encouraging, as most of the sovereigns very 
soon found their way back again into the treasuries* 
and in some places sovereigns went to a discount of 
as mndi as four annas. Since 1900 no general at- 
tempt to force sovereigns into circulation has been 
made ; although they were freely used at certain 
periods of the war in the purchase of supplies for 
Government in those parts of Lidia where the pub* 
lie would accept them. Government failed, through 
no fault of its own, to carry out some of the Fowler 
Committee’s recommendations. The British Trea- 
sury raised difficulties about the coinage of sover- 
eigns in India ; and after long negotiations, and in 
the apparent absence of any public demand for 
gold as currency, the idea was abai^oned in 1 902. 

The year 1900 marks the turning point in currency 
policy. Thereafter the object was not to allow too 
much gold to accumulate in the paper currency re- 
serve. From 1904 tJio Secretary of State kept open 
stan din g otf erlo ieT rCb^cil^nfe without limit at 
This was done in order to meeTfEe demand 
trud^fB to dnaucti the Indian exports* the object 

w 
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being to prevent the aocnmnlation of gold to an 
unnecessary extent in India, vdtii tiie probabilify of 
expense having to be incurred in shipping the gold 
back to London when the balance of trade mig^t tom 
against India. 

The position of the silver rupee in the currency 
system was not in practice changed to the extent 
anticipated by l)oth the Currency Committees. The 
rupee had in fact become a token coin representing 
the fifteenth part of the sovereign ; but neverthe- 
less, as a medium of circulation, it was still prefer- 
red to gold. This remains true to the present day, 
and it will probably be many years before sovereigns 
'.ome into active and regular circulation. The 
lesson learned, however, from the refusal of the 
public generally to use sovereigns, was that it is 
necessary for a large proportion of the metallic 
part of the Paper Currency Ecserve to be held 
in silver, and not too large a part of it in gold. 
Otherwise, Avhen in good seasons a strong demand 
for currency sets in, the reserve might bo drained 
of practically all its silver, and it would be necessary 
again to attempt to force gold into cil'iSfilSHbn. The 
object of Government is to be able to offer people 
the kind of currency medium which they demands 
silver, gold or paper money. 

In the few years before 1913 there had be^ a good 
deal of public criticism of the methods of sales of 
Council Bills, the handling of the butge balance!) ke|^ 
by the l^etary of State iii Loz^oii, and 
failure of the Govermneput of In^ ^ ogi 
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siome of the principal recommendations of tike 
Committee of 1898. The Boyal Commission <ni .< 
Bidian Cnrreimy and IHnanoe was appointed th6re> 
fore in that year, and its report was available in the 
spring of 1914. The Con^nission rev^wed Govern- 
ment’s management of the currency since 1898 and 
expressed a favourab# opinion on it. “ The time 
has now arrived,” they said, “ for a reconsideration 
of the ultimate goal of the Indian currency system. 
The belief of the Committee of 1898 was that a Gold 
Currency in active circulation is an essential c<m- 
dition of the maintenance of the Gold Standard in 
India, but the history of the last 15 years shows that 
the Gold Standard has been iinnly secured without 
this condition.” They added that, “ the people o f 
I ndia neither desire nor^jieed~nny u.^-<^T ija^ 

currem y m ost generally sui table for the, needs of 
Ijm^ cpnmsts of jupij§a..i® Having come 

to the ccmclusion ^at^ld in actual'' circulation was 
not needed for maintaining tibe currency system 
on a gold basis, it was natural that they concluded, 
in opposition to the Committee of 1898, that a mint 
ti)T the coinage of gold in India was not required. 
They conceded, however, that, if Indian sentiment 
g^raUy demanded that gold shoidd be coined ht 
'.‘India, there was no objection to it in principle, pro- 
vided, that the coin minted would be the sover^igii 
qr half-sovereign> Other recommendations of the 
l^yal Cmmnii^^ of 1913-14 wiB be foimd in tl» 
Jisxt chapter. 
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Since the recovery of trade in 1898, there were only 
two periods of weakness of exchange np to the date 
of the outbreak of the Great War. The first was in 
1900-1. The sale of Councils was reduced, and a 
lower average* rate was obtained than in previous 
years. The second period of ^xchauge weakness was 
in 1907-8, and this was far more serious. This time 
the balance of trade turned strongly against India, 
and the demand for Councils ceased. Gtovenraient 
only allowed comparatively small issues of gold for 
export, and exchange fell to l.s. H 13-16d. A few days 
later the lowest point reached was l.s'. 3 ll-lOd., just 
before the notice was issued that Eeverse Sterling 
Telegraphic Transfers would be sold at Is. 3 27-32d. 
Altogether during the few months for which Beverse 
Councils were sold nearly £9-millions were with- 
drawn from the Gold Standard Beserve in London ; 
and the Secretary of State, for his own expenditure, 
had to draw upon the gold in the London branch of 
the Paper Currency Beserve, rupees to a correspond- 
ing amount being added to the Beserve in India. It 
will be observed that each of these periods of 
exohwge weakness occurred at a time when the 
general level of prices throughout the world had 
reached a maximum in a boom of excited trade. 
There was a boom of trade in many parts of the 
world in 1900 succeeded by a collapse of prices. The ' 
boom of trade in 1906-7, however, was vtmth gz^iater, 
and the collapse of prices which began in the su^^ner 
of 1907 WAS so severe that it created a pfU^ . 

of unusufM severity in America, ft js natmal. 
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tlie balance of <mle should turn against India when 
world prices suddenly fall (see pages 178, 257, 288; 
Sffiid pages 300 to . 

In concluding this chapter, it will bo of interest 
to .summarise briefly the results obtained by the 
series of ttieasurcs whwh followed the momentous 
step taken in- 1893 of closing the mints to the free 
coinage of silror, and undertaking to convert gold 
into rupees at the rate of Rs. 15 for the sovereign. 
T^e rise of exchange to Is. 4d. was achieved by 
ISoTrBuf'thr-fntt'cstidfltshmerit df the 
change Standard may be said to date from 1901, 
when the accumalation of a substantial sum in the 
Gold • Standard Reserve gave some measure of 
security that exchange would not fall below Is, 4d. 
By this time also gold had become a very important 
part of the Paper Currency Reserve, there being 867 
lakhs of gold coin and bullion as against 11,20 lakhs 
of silver. The system of the Gold Exchange 
Slnndard, as it evolved in practice, ^as . that the 
rupee remajafid-ihn. .e:fffielive-g>in,„jai..cTO^^ 
r e^aee3^1nore or less by cui ;ren cy notes ; and that 
fur f oreig n ex c hange purposes gold was conve^b^ 
in to rup ee s, or mpec a inb goldt.. a| rate 

of Although sovereigns circulated to a very 

small extent in India, the silver rupee had become a 
token coin representing the fifteenth part of a 
sovereii^. 

One practical eifeot of the conversion of the rupee 
into a token coin Was that the price of bar silver in 
In<Sa was no longer fixed at the par of Bs. 106>64>, 
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but fluctuated in accordance with the cl sihror 
in the world’s markets. By 1898, f or the 

price of bar silver had fallen as low a s Bs. 70 
1 00 tolas . It was, therefore, no longer portable %o 
melt up rupees, if silver were required for maki n g 
jewellery, or any other purpose. At the same time 
Government was in a position to mak e a conside r- 
able p rofit nB Os_thfe.j[aaimim.^^ because it 

ciould purchase bar silver in England at a rate cor- 
responding to Bs. JO, or loss, per 100 tolas of pure 
silver, and convert it at a cost of about Bs. 3 into 
rupees which were worth Ra. 109 per 100 tolas . 
Putting.it another way, the rupee, which was now 
maintained at the value of Is. 4d. (that is, 16d.) for 
foreign exchange purposes, contained silver which 
actually cost only lOd . This large profit on the 
coinage went to^ builSing up the Gold StandaM 

Beserve. 

Very great benefit has accrued to India by tlie 
fixation of the price of the rupee ; for, if exchange 
had continued to follow the price of silver down- 
wards, the rupee would have fallen to lOd., 
would have involved a considerable increase of tax- 
ation in order that Government might meet its lial»- 
lities. Moreover, the mere fact that exchange had 
.been: fixed and no longer fluctuated frmn weeSc to 
I week with the price of silver was a very 
Ifit to Indian foreign trade.' A flnotuatihg exchange 
makes the business of a merdiant, whether m^rter 
or importer, far more risky, for his whole pr«^i may 
be wiped out by an altoratieii df exchaagC^tiii^ '• 
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Another great adrantage of the elosing of the 
mints was that the i ^e of ^jpr iees in I ndia wa s 
^e<^ed. or at least r^torde d. Had retained 
tlbe silver stwdard after 1893, silver most have 
continued to flow into Ihe country hi greater and 
greater quantities, as the world’s price of silver fell. 
Prices in India, which had previously been station- 
ary, or had risen slightly when world’s prices were 
falling, must have risen all the faster in the succeed- 
ing period from 1895, when world prices, that is, in 
the gold standard countries, started rising rapidly. 
The holders of the then existing stock of rupees 
benefited by the fact that the purchasing i>ower of 
the rupee was raised from its mere bullion value to 
its new legal position of representing gold to a value 
nearly 75 per cent greater. 

The total volume of Indian foreign trade, that is 
to say, exports and imports of merchandise combin- 
ed, grow from 185 crores in the financial year 1898- 
99, when exchange first reached Is. 4d., to 440 crores 
in 1913-14, the last complete financial year before the 
outbreak of the Great War. The result of the fixa- 
tion of the exchange was to bring India far more 
closely in touch than she ever before had been with 
the international markets of the world. 



OHAPTEB Xn 
BESERVBS'AND BAI^NCES 

The various reserves* and balances held by tiie 
Government of India and! by the Secretary of State 
are of snch importance in the maintenance of the 
Indian system of currency and finance, as it has 
developed during the present century, that it seems 
desirable to describe them somewhat more in detail 
than was possible in the preceding chapters. The 
stability of the Indian currency system, and the 
financial credit of India in the monetary centres of 
the world, depends very largely upon the handling 
of these reserves and balances ; consequently it is 
important that the public should realise their exact 
nature and the, purpfiB^sehicEIfMylliiai&Llft^fw^ 
It wiTTbe convenient to consider the balances and the 
reserves historically in the order in which they came 
into existence. 

The business of managing the finance of so great 
a country as India is one of extreme complexity, 
requiring the most careful adjustments of revenue, 
and expenditure. It is obvious that Government 
cnn_ never afford to b e w ;ithout considerable sums 
of, ready money, which may be available for ex- 
penditure at any moment in whatever part of tite 
country money may be required. The Govemnumt’s 
cash is held mainly in Govemm«at Treasuries in nU 
parts pf JLudia, also as deposits in the Ifnperii^ . 
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Bank ; whilst a certain amount of readjr ^ 

also reqnired by the Secretary of State in Iiondpu. 
All i^ese balances and reserves of ready money are 
spoken of eollectivcly as the Treasury Balapces. 

Looking back a hundredV®a'raS»1i>i«lw8toryof 
India, we find. that, apart from a few banks in Cal- 
cutta,' there was no banking organisation whatso- 
ever in the country. Government could not there- 
fore utilise any private agency for handling its 
funds ; but was obliged to make some arrangement 
for keeping money safely, and for remitting sums 
from place to place. The collection of the revenue 
being entrusted to a Collector or Deputy Commis- 
sioner in charge of each district, it was naturally 
most convenient to establish a treasury at the head- 
quarters of each district. These are known as the 
D istrict Treasu ries, and into them is regularly paid 
the land revenue and other taxes collected within the 
district, and put of them are paid the salaries of aU 
Government (^cers, and many other necessary <tis- 
bnrsements for all the expenses which Government 
has to meet Each district is divided into two, 
three or more Tahsils or Taluks, and in each of 
these is a Sub-Treasury. Tn the first instance the 
revenue is paid into these, and it is thence mostly 
trminnitted to the ^strict treasury, as the sul^ 
treasuries are allowed only to keep comparativ^y 
small balances, and payments are mpstly made 
direct frpm the district treasuries.^ VPierever there 
are branej^s of the Imperifd Baah, these, af 
a#' the local hea4 are ht^sed to heep 
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Govenunent balances and to do a great deal of 
Government business. There is usually, however, a 
District Treasury in the same town ; but its staff is 
much smaller than w^nld be necessary if the busi- 
ness were not so largely transacted through the 
branch of the Imperial Bank. 

Apart from the general system of district trea- 
suries which carry on the daily business, there 
used to bo thre^ Reserve Treasuries, which were 
established about forty years ago in each of the 
Presidency towns. The function of these was to 
keep large sums of money available for ezpenditufc 
in case of any serious emergency, such ai^ wide- 
spread famine or war. Experience proved that it, 
was not possible for Government to deposit very 
large sums with the Presidency banks in the expec- 
tation of being able to withdraw them at short 
notice. When, in 1874, Government wished to with- 
draw Bs. 30 lakhs from the Bank of Bombay to 
finance famine relief in Behar and Northern Bengal, 
the Bank was unable to pay ; and had Government 
insisted, the bank would have failed, and there 
would have been a widespread financial panic. H 
is indeed not good banking business to accept very ‘ 
large sums on deposit withdrawable at comparative- 
ly short notice ; because a bank is unable to make 
its investments in such a way that it could reafise 
a large sum in a short time. Bills discounted take 
time to mature ; and even if it has a large reserve' 
invested in Government seenriiies, the result of 
fording the sale of a large quantity of ithese at one 
.time is to depress the price and so involve tfasr bank 
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in heavy loas. As it is necessary {6r Oovemment 
to have large reserves in India, and wUl oonthme 
to be necessary until private aggregations of capital 
are greatly increased and the banking organization, 
much more highly developed, the only practicable 
course, until the establishment of the Imperial Bank, 
w as for Gove rniasiri; taiiaynits own Reserve .Trea- 
sujdes. 

The following table illustrates the disposition of 
tlie treasury balances. It shows the amount of 
funds kept in each kind of treasury, in the Presi- 
dency banks, ankl the amount with the Secretary of 
State in London. The statement of the amount of 
the treasury balances is published monthly by Gov- 
ernment ; but I have chosen for illustration the 
balances at the close of the financial year a little 
while before the war and at the latest date avail- 
able : — 




81(tM«roh 1918. 

Slit Mftrcli 1921. 



No. of 


No. of 


•MM 


Treasn- 


Tieasu- 




ries or 

Balance. 

ries or 

Balance* 

)■ 


oiBoea of 


offices of 




banks. 

• 

basks. 





Bs. lakhs. 



Beserird Treasnrten 


B 

12,68 

0 

••• 

District Troosuries 


m 

13, Sir 

264 

7,47 

Presidency Banks : — 
(Imperial Bank)— 



2,38 

8 


Head Ofices 


8 

} «.41 

Branches 


4S 

3,27 

£8,783,970 

68 

Secretary of fc'Ute 

in 

1 

1 

67,266,268 

Is^ndoo. 

Squivnleot at 2s. 



B».UIih.8,78 


Bs. kUw' 
7,26 . 
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It may be pointed out that the balances with the 
Secretary of State arc largo at the close of the 
financial year, because it is necessary to accumulate 
funds in advance to pay the interest charges on the 
public debt of India which are due in London early 
in April. 

The balances of Government lodged with the Pre- 
sidency banks may appear high at first sight. As 
part of the arrangement with the Presidency banks, 
by which they handled Government business, much 
of it involving a great deal of detailed and unre- 
munerative work, the Government undertook not 
to draw upon its cash balances below the following 
figures : — 

At the Bank of Bengal, Bs. 100 lakhs. 

At the Bank of Bombay, Bs. 50 lakhs. 

At the Bank of Madras, Bs. 30 lakhs. 

As a rule, however, the actual balances deposited 
with the banks were as a matter of convenience con- 
siderably larger. This was not of any particular 
advantage to the banks, however, in so far as large 
sums were liable to be withdrawn on demand or at 
short notice. The agreement with the Imperial 
Bank of India is slightly different. There is no 
minimum balance, but all the balances of Govern- 
ment except those in treasuries where there is no 
branch of the Imperial Bank are deposited with it. 

It may be added that the Treasury Balances of 
the Government of India are a consolidated fund 
very ttme^ like tie cash balances of a bank • fdr the 
BidddHHK include sums bslbnging to all sOtfiner of 
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different aceotults. TKero are many local funds in 
the different provinces, whose aocoiants and balances 
are kept with Goverament ; most of the District 
Boards and municipalities “ bank ” with Govern- 
ment, and the Balances inclnde also the deposits in 
the Post Office Savings Bank, and certain provident 
fnnds. Money is always pouring into the Trea* 
suries, and at the same time flowing out day by day 
in a continuous stream. The Balances represent 
the actual cash in the hands of Government at any 
one moment. Any physical separation of these 
Balances according to the separate heads is quite 
unnecessary. The amount at credit of any parti- 
cular account being exactly known at any moment 
in the Office of the Accountant General, it can 
always be paid out when necessary. All that is 
essential is that the Treasury Balances as a whole 
should be large enough to meet any probable call 
upon them for the^mynient of actual cash. The 
principle is exactly me same as thai. which applies 
to the cash reserves held by banks. _ p 

Pai>bb CxjBBEnoT Bbsebvb 
The Paper Currency BeserVe was established, as 
explained in a pre\'iotts chapter, to secure the cqn - 
vertibili^ of_ th e currency notes which were firsfc 
issued by ^y emm ent in 1862 .. This Beserve is 
ehtirely separate from the Treasury Bidances. Not 
only are separate accounts kept, but the actual cash 
or money in the Reserve is kept separate. Treasury 
BAlkn'ces consist partly of silver coiii, occasionally 
a ]^tlS gold ooin, and a large aihount of ku^enl^ 
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notes. The Paper Currency Beservo ofciviQ nslyji^ 
cannot. ««/ fiHrrenoy. nntea. It was ostftb* 

lished in order to maintain the convertibility of the 
notes, and must therefore consist lar gely of actua l 
sil ver and gold c oin. The object of Government is 
to hold so much silver coin in the Reserve as is likely 
to be needed for any possible demand for encashment 
of currency notes in rupees for use within IncUa ; 
and to hold gold to such an amount as to be more 
than sufficient to meet any likely demands for the 
encashment of notes for purposes of exporting the 
gold from India to other countries, a demand which 
would naturally occur v^hpn the balance of payments 
is against India. Government does not undertake 
to convert its imtes into gold for the general pub lic, 
who ^mlTd presumably use the gold for purposes of 
internal circulation, or to melt it up ; but when the 
amount of sovereigns in the Reserve is large' in pro- 
portion to the amount of rupees, the pu blic can 
um allVf as a matter of favour, obtain payment of 
their currency notes in gold. 

In addition to silver and gold coin the Paper Cnr- 
roncy Beseiwe includes silver bullion and gold bul- 
lion, usually in the form of bars weighing about 100 
tolas each. The silver bullion so held in Reserve is 
usually coined into rupees as soon as the mint is in 
a position to do the work. The gold bullion in the 
Reserve, on the other hand, is very often kept per- 
maneutl;^ in this form, because it 'v^ be issued only 
for export, and is quite as useful for that purpose in 
the form of bars, as it would be in coin- Sometimes, 
however, .the gold bullion in the Resftirye is coined' 
for intenial use, as vrsM done in when iiie 
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“ gold mohurs,'’ or fifteen-rupee pieces, of the same 
weight and fineness as the sovereign, were issned. 
The total amount of gold and silver coin and ' gold 
and silver bullion contained in the Eeserve is called 
‘tthe metallic port ion, as distinguished from t he in- 
^ jvested p ortion, of the Reserve. 

As explained in Chapter IV, it is not necessary 
that the whole of the currency notes issued should 
be backed by gold or silver in order to ensure con- 
vertibility. Jn ordinary circumstances, it is highly 
unlikely that notes to the extent of more than one-| 
fifths ,oxat„mp.stinifi:fftiu3lii, | 

be presented for enoashmoni within- a short-time, i 
Even in a political emergency like war, or a financial 
crisis, it seems highly improbable that more than 
one-third of the total outstanding notes would be 
presented for encashment within a short time ; and 
it has always been considered safe therefore to allow 
a considerable proportion of the whole Reserve to 
be constitnted J)f investment seen rities, either the 
rupee debt of the Government of India, or loans of 
tlte British Government. 

We may now see how the Paper Currency Re- 
serve has been changed from time to time at differ- 
ent periods in its history. S(mn after it was insti- 
toted, namely, in .December, 1863, the composition 
. the Reserve wus as follows 

Bs. 

Silvae Coin . . . ; 1,93,22,868 

Silver Bnllioii .... 147,00,006 

Cfovemmoit Seenrities . . 2,00,77,132 

Teial ricenletion Re, . . 541,00,000 
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7he securities were at firi^t those of tiie Oovem- 
meat .of India only. The Paper Clurren<^ Besarve 
is regulated entirely by Acts of the Legislative 
Council of India ; and a succession of Acts? has 
permitted the increase of the invested portion 
of the Reserve from time to time ; to Bs. 6 orores 
in 1871, to Re. 8 crores in 1890, and to Bs. 10 orores 
in 1896. In 1903 the principle was introduced for 
the first time of allowing thejnyested po^^ 

IBeserve to beTelCpac^-maecmdtWoLtiiie^^^ 
fl tSigdp ml The limit then placed was Bs. 2 crores, 
which was raised to Bs. 4 crores by an Act of 1911. 
This remained the limit until 1915, when the 
exigencies of the war led to successive further in- 
creases of the invested portion, as mentioned later 
ip this chapter. 

The Act of 1861 permitted the Government of 
India to issue notes against gold coin or bullion ; 
but the power was not Qxercised until 1865 when 
there were Bs. 20 lakhs of gold in the Reserve. Tho 
quantity gradually diminished, however, and gnHd 
mitirely disappeared from the Reserve after 1875. 

The principle of issuing notes against gold held, 
not in India, but by the Secretary of State in London, 
was introduced for the first time an Act of 1898. 
It was intended as a temporary measure, the G^a- 
sury Balances in India being low and the demand 
for Coimoil Bills active. Gold therefore was pur- 
chased in London, aniLnotes were israed against it 
in India; vdierewrith to pay the GouncU Bills. It 
was son recognised, however, that this praotioe 
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ooald be of more than temporary ntUity, and ali Act 
of 1900 extended the period of these powers^ and 
gave Government other extensive powers, espeoiaUy, 
the issue of currency notes against silver bullion 
purchased by the Secretary of State and in transit 
to India. T hus go ld or silver in transit to Ind ia, 
from its lo^tion„as„.par:LQf Currency 

Beserve in England, i s a part of the Reserve whilst 
i rt trans it (Acts of 1902, 1905 and 1910). In the 
ordinary course notes have been very commonly 
issued against silver bullion purchased in England^ 
or in America, and in transit to India, the value of 
the silver bullion being estimated by converting its 
cost in pounds sterling into rupees at Bs. 15 to £1. 
On reaching India iWis replaced in the Beserve by 
freshly coined rupees from the mint; and it is on this 
issue of coins from the mint that the profit on 
coinage is realised. In times of active trade, when 
there is a strong favourable balance of payments, 
gold tends to flow into India ; and some of it is 
presented for exchange into rupees, so that the g;old 
portion of the Beserve continually increases. The 
following table shows the position of the Currency 
Boserve at successive dates so as to illustrate the 
principal changes. The percentage which the 
metallic portion of the Reserve bears to the wliole 
is indicated in the last column. It will be seen that 
it is a very variable figure. 


1 
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The actual location of the metallio |H>rtiaa «f the 
l^per Onnrency Beserve is worthy of atteniioii. 
1%e whde of India is divided up for purposes of 
paper currency into seven ** eirdes ,*^ each of which 
hhs its own Ourrency OfB.ce for issue and encashment 
of notes, and for storing a part of the Beserve. The 
Currency Offices are located in the principal com- 
mercial towns, and the circles are arranged so that 
these towns form convenient centres. Bach circle 
is known by the name of the town in which its 
Currency Office is situated. The seven circles are 
Calcutta, Cawnpore, Lahore, Bombay, Earadii, 
Madras and Bangoon. 

The metafee p art of the Reserve is not confinM, 
however, to the Currency Office, but a portion of it is 
distributed throughout each circle, being deposited 
in what are called “ Currency Chests ’* kept in tl\o 
IKstriet Treasuries and in many branches of the 
Imperial Bank. The coin kept in these ourrency 
chests is of course quite separate from the Treasury 
Balances. The keeping of a portion of the Beserve 
in this way in every district is hitendcd to facilitate 
the encashment of the notes in coin, or giving out 
udtes in exchange for c(^ paid in. Small exdumgos 
with the public arc made at first from the treasury 
ftmds, exchanges of large amounts of notes into coin, 
or vice versa, being made from the currenqsr diest 
whenever necessary. This distribution of part of 
the Paper Currency Beserve in the District 
TreoMiries is a means of ensuring immediate 
os&vertiblUty of the notes, and avouS^g unneoessaiy 
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transfers of coin. 

The exact composition of the Paper Ckarmey 
Reserve, and its disposition in the different cur- 
rency circles, can be learned each week from the 
detailed statement which is published in the Gaeette 
of India, and which is reproduced in more or less 
condensed form by most of the newspapers. A 
recent statement is printed in Appendix IV (page 
316) by way of illustration in a slightly abbreviated 
form. Under Coin and bullion ” five columns re- 
lating to silver and gold in transit to India and in 
England are omitted, as there was no entry, and in 
all the columns the figures are here printed to the 
nearest complete lakli of rupees. On studying 
the table it will be observed that the total amount of 
notes in circulation is shown in the left hand.colnmn. 
The total issue from each Currency Office is shown, 
and in column 1 appears the amounts of each issue 
retained in the Reserve Treasuries. Deducting this 
from the tottil issue, we have a figure which repre- 
sents what is called the “ net circulation. ” This is 
the total shown at the foot of the column headed 
“Elsewhere.” Most of the columns under the 
heading “ Reserve ” explain themselves. In 
column 16 appears the total amount of tiie Reserve 
located at or credited to eadi Currency Office, whilst 
the total at tlie foot of column 16 is the total amount 
of the Reserve. Tt will be seen that this is smaller 
than the total of the notes issued ; and the difference 
is made up by the notes which have been withdraivn 
circulation by foreign circles, that is, others 
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than circles of issue, and are iu coarse of remittaaoe 
to the circle of issue for cancellation. After de- 
ducting this sum from the total issue, the Beserve 
is found to be exactly equal to the total of notes in 
circulation.* 

Thb Gou> Stakoabd Bbsbbvb 

It was stated in the last chapter that the Fowler 
Committee recommended tbat jthe. 

!Cqinago_qf rupees should be set aside as a. gold re- 
I serve to assi^injnmntaming^j^Sfi^^ This prin- 
iciple was adopted by Government ; and as soon as 
coinage was reconunenced in 1900, the entire profit 
was credited to this reserve. On Slst March, 1901, 
it amounted to £3,031,000, all held in India, of which 
£1,200,000 was in gold. A year later the Gold Be- 
servo had increased to £3,304,000 ; but by the sale 
of Council Bills, the whole of this sura had been 
transferred to jjondon, and was there invested in 
sterling securitios. The Beserve vas held in this 
form, entirely iu Loudon, until 1906, ^\Ken the rup ee 
branch qjyjmJGtold BesorvuL.waa established Jn India, 
and the name was changed to the Gold Standard 
Beserve. Of the total Beserve,* which amounted at 
3lBt March, 1907, to £10,842,000, £ 4.000.0 00 (then 
Es. 6 crores) waj^held in rup ees in India. 

The holding of silver rupees in the Gold Standard 
Beserve did not commend itself to the Boyal Com- 

* Sinoe the above was wiitlen the Beserve Treaeunee have been 
aWidiedf the notes thernn having been deposited with the Impeiial 
Bank eaily in 1921. Columns 1 and 2 have therefoie disappeared ftom 
MMBt statemetits. 



MMsion of 1913'14 as a satisfaetory ptf^sy f $bbA 
tboy jrefoonuuondod that the Gold Standazd Baaoirva 
shdtrid hlways consist either of aetaal gdd in 
Ihnd or India, or of sterling securities vhi<^ vcnidd 
be convertible into gold by sale in London. li 
scorned illogical that there should be a quantity of 
impecs in the Gold Standard Beserve in India, and 
a largo quantity of gold in the Paper Currency Be- 
serve. The latter was the appropriate location for 
the whole reserve of silver. They therefore recom- 
mended an exchange of the rupees in the Gold 
Standard Beserve for an equivalent amount of gold 
taken from the Paper Currency Beserve ; and this 
was done early in 1915, thereby closing the rupee 
branch of the Gold Standard Bpserve. 

In 1907 the Secretary of State was of opinion that 
the Gold Standard Beserve was already nearly 
large enough to meet any probable demand for Be- 
verse Councils, and that ip. future only half, the pro- 
fits of the coinage need be credited to tho Beserve. 
A sjnall Committee at the Lidia Office recommended 
that half of the profits of the coinage might be 
'^appropriated to capital expenditure upon railways. 
A sum of £1,129,000 had been thus diverted when the 
balance of trade turned st^gty against India 
and Beverse Councils had to be sold freely j 
which led to «the conclusion that Ih ftituje the 
w^le of, the jDjmfits o f tl^i^inai^^ ouVl 

tf^ ted tflL-ihfi. B;i^erve. and also the ii^le 
of receiv^ oh thev se^itiiM 

^ehifd portion ^ the 
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haa been acted upon up to tbe present time.* ^ 
!Hie Committee on Indian Cnrr«icy 
had Httle to say about the Gold Standard Besetya^ 
lor they ^proved gene rally the lo cation of neai^ 
all of its funds in iLondon. T^ey coniidirecTlEat 
Gie’ sechntiira held m~QEe Eeserve should be such 
os have early dates of maturity. Gold should be 
held rather in the Paper Currency Besorve than 
in the Gold Standard Bescrvc ; but when praetiU 
cable the latter should consist partly of gold of 
which a portion, not exceeding one-half, should be 
in India, to be made available to the public only for 
purposes of export. In the Committee’s view it 
was not really necessary to have any gold in the 
Gold Standard Beserve and the proposal to hold 
gold in India was a concession to Indian sentiment. 
There is mnch to be said in favour of their view that 
the most convenient form in which to hold this re- 
serve is in short-dated securities of the British 
G^overnment ; for since the date of repayment of 
these is always near at hand, they are not liable to 
depreciation, and can always be converted into cash 
practically at their face value, when necessary foi 
meeting Beverse Councils. At the same time it ig 
obvious that whilst Beverse Councils are being sold 
and thereafter, the composition of the Gold Stand- 
ard Beserve must be altered. The. sale of Beverse 
Co uncils operates fmm 

j oin ; and in this country it will then 

be held in gold (by exchange with tha Paper Our* 

*|iit I9» bdow m ivA |S^ 
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rency Beserve) and, if necessary, also in mpees 
in rupee securities. When the balance '’<of trade 
turns and becomes favourable to India, Councils ^1 
be sold again and these will probably bo paid at 
first from the Treasury Balances until the Secretary 
of State’s requirements for cash have been met, 
and thereafter next from the rupees, and then^ from 
the rupee sficurities and gold of the Gold Standard 
Beserve. The economic conditions dictate that this 
Beserve must be held alternately in sterling in 
London, or in gold or rupees in India, according to 
the state of the balance of trade. 

The extensive currency changes of 1920 did not 
affect the Gold Standard Reserve ; but the Govem- 
m<'nt of India mmounoed through the Finance Mem- 
ber a slight change of policy. When the Beserve 
slu)ViJd have r(!achcd the amount of £40,000,000 they 
considered that it would no longer be necessary to 
accumulate the interest on the securities. This 
would be diverted to assist in making good the gap 
caused in the Paper Currency Beserve by the re- 
valuation of its holding of gold and sterling secu- 
rities*. 


• Sec later in this Chapter, pag^ 187. 
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foildwing^ table gives figures xepresefitili^ 
fib position of the Gold Standard Reserve on thr^ 
representative dates : — 


OoMrosmOK of vhe Gou) Standabd Bsssavn 


-- 

SOth June 
1»18. 

fOth June 
1915. 

80th Jnne 
1920. 

In Midland 

e 

£ 

£ 

SMVities* ... 

16,941.086 

18,088,679 

86,749,808 

Cash at Bank of England 
and at short notice. 

1,015^90 

45,695 

1,168 

Gold deposited at Bank of 
England. 

1 1,730,000 

1,360,000 

••• 

In India : — 




Loans and Book credits ••• 

• •• 

7,OCO,OOOt 

• •• 

Gold ••• ••• 

••• 

5,241,889 


Silver ... 

4,000,000 



Total 

£22,686,376 


£36,744^7 


* The iterling secorities are revalued at market pii^a twice yearly 
on 3!eb^Maroh and 3t)tb September ; and addibiotia! cecnritiec 
pnrchaied between these dates are shown at oost price. 

t The profits on recent coinage were temporarily lent to the 
Tteaeary Balances in India. 

Boyazi Ooumssiorr on Ikdiaft CnBitszroT asd 

Festakob 

1%e Boyal Connnission on Indian Oorrenoy and 
]b%anee ivMoh was appointed in 1913-14 made the 
most exhanstive investigation of the p<M>ition and 
- loea^on of the Beserves and Balanoes of the Gov- 
finBPi 9^ of maaaf emen t al On 
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Imsiness connected with them, and of exchange epe* 
rations. The recommendations of the Gommissitfn' 
as regards the gold currency have already been 
mentioned (see Chapter XI, p.age 147) ; it will be 
sufficient here to review briefly their recommenda- 
tions as regards the Keserves and Balances. Their 
most important recommendations were those con- 
nected with the_^ Paper Currency i^serve. They 
observed that t)io system of regulating the issue of 
the paper currency had been modelled on that of the 
Bank of England which allows a fixed fiduciary 
issue and requires that thd whole of the notes issued 
in' excess of this amount must be backed by gold. 
The Indian currency law also permitted a fixed 
issue of notes on a fiduciary basis (by which is meant 
the invested portion of the Reserve) ; but as the 
total circulation of notes increased, and the invested 
portion of the Reserve became therefore continnaUv 
a smaller and smaller percentage of the whole^ the 
fiduciary portion was from tnn<^to time increased by 

These sudden changes of the Reserve, made, not 
on any fixed principle, but according to the require- 
ments of the time, did not satisfy the canons ,of 
good management of a p^r currency as under-' 
stooddn modem times. It is true that by successive 
new Acts of the Legislature, the invested posiion 
of the Reserve can be expanded frdm time tc time 
in accordance with the demand of the public for 
increased note circulation, and this practice was 
the war. Bnoh spamnodle inwasvei 
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tii the fidaoiaTy portion of the Beserve can only tdke 
"plnee at intervals, however. In practice, for gocA 
regulation of the paper currency, a natural elastic 
city is required, which allows. the fidudiary pox-^ 
tion of the reserve to expand or contract according 
to the requirements of the public for notes. , In the 
busy season of the year, the money market becomes 
tight in Bombay and Calcutta, and the rate of dis> 
count rise inconveniently high. At such times 
more money is needed in circulation, and it would be 
perfectly safe to increase the circulation of notes 
without depositing the corresponding amount of 
gold and silver in the Reserve for every additional/ 
note issued. The necessity of adding to the metallic/ 
portion of the Reserve a sum exactly equal to the 
increased circulation of notes deprives the paper 
currency of elasticity, for there is a demand for 
rupees when the money market is tight. 

It would be possible for Government to give some 
elasticity to the paper currency circulation by the 
device of obtaining sanction by an Act of the Legis- 
lature to a large portion of the Reserve being 
of a fiduciary character, but ad9pting the practice 
of not making use of its power of issuing notes 
aghinst securities up to the limi€ l&us at a time 
when the money m ark et beca me s t ri ngent, the y CQuld 
issue notes against further investments, and subse^ 
quently contrac^the total drcnlation and the invest-^ 
ed portion of tiie Reserve simultaneously. Such a 
method of ' regulating the currency would require 
<^8tant and careftd watching ; and the legislatire 
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eauotnifiiBtB of other oonntries have soni^i 'Vltxioaa 
legal deviceB for giving elaatiaty to the papw ows ' 
reney ciretilation whilst yet prescribing a deafinite 
mle of manag^ent. Wi& Ibis object in view tiie 
lloyal Oonunission on Indian Finance (1^13-14) re* 
conunended that the fiduciary portion of fbe note 
isaiMk should be increased at once from 14 to 20 
ovoj^, and that thereafter it should be fixed at a 
roauiiuum equal to the amount of the notes held, by 
Qovexnment in the Beserve Treasuries phu one- 
third of the net circulation. They further recom- 
mmded that Qovemment should take power to moke 
temporary investments or loans from the fiduciary 
portion of the Beserve wilhin this maximum both 
ia India and in London, as an alternative to invest- 
ments in permanent securities. It wdl be seen that 
this would allow a certain degree of elasticity, and 
would allow Government to assist the money market 
by making loans from the Paper Currency Beserve, 
preferably through the Imperial Bank. It would 
still be necessary, however, that for every Bs. 30 
increase of the circulation two-thirds of this tunount, 
i.e., Bs. 20, should bo added to the Beserve in the 
form of gold or silver. The recommendation of the 
Ourrei^y Gommittdh of 1919, whudi is dealt with in 
a subsequent chapter, wasknore liberal as they pro- 
posed that the fidndary porti<m of the Beserve thould 
form 00 per cent of the whofe circol^lhm. 

Thb Papjib Cusbbkoy JE^anavn or Was Tnci 
j4ia will be exphmed in a later diaptar*, tiw grew* 


* 8n Chapin Xtlf, fAgM 19S mSIW, 
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hsig demand for OoitncU Bills, nse^Mdtr df 
ifaumcing i&e employment of the Indian Army 
abroad, and the export of munitions and goods 
national necessity for the prosecution of the smr 
led not aiilir to the importation of enormous quanli- 
tiM of silver but to the need for the expansion of the' 
notchissue against securities. The absorption of 
silver vas so rapid with the rising prices in India, 
that no oonsidorable amount could; be retained in 
the Paper Currency Beserve. Enormous quantities 
of rupees were being coined ; but they seemed simp- 
ly to pass through the Beserve and disappear 
amongst the rural population. Locid merohants 
had to cash their currency notes in silver in order 
to pay the cultivators ; and these latter and the 
hmias hoarded silver. 

For these reasons successive Ordmances, and snb- 
seqnimt Acts of the Legislative Council, were neces^ 
sary in orde r to increase the power s of th e Centred^ 
ler of Currency t o iss u e notes ag ai nst secn ritiesii 
TEe following table shows how &e total amount of 
securities allowed to be held in the Beserve was in- 
creased from time to time, and it also shows in the 
third, fourth and fifth oolnmns the limits assigned 
to the various classes of scenrmes mthin the pre- 
scribed total. It will be understood that the figures 
in the third to fifth columns arc in a sense alterna- 
tives. The securities of these classes could not all 
be up to the maximum limit of each class at the 
saa^ timCk as>ihp general limit of all seenrities came 
^ i|kto (^»6itaticn piUTeutmg thah 
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Limits vf Invested portion of the Paper Cwrrenejf 

Reserve 


(nr CiBOBES Qg btjpbbb) 


Column No. 1. 

ss 

3 

4 

, 5 

6 

Aatboritj. 

Total per- 
mistibla 
of aU 
seenrities. 

Rupee 

securi- 

tiee. 

Sterling 

leeuritiea 

m 

Britiibi 

Treftsarr 

Bills. 

Commer* 

dal 

Bills. 

Act ZIX, 1861 ... ' 

' 4 

4 

• •• 


•M 

„ III, 1871 ... 

6 

6 

• »« 

t*a 

ana 

„ 17, 1890 ... 

8 

8 


••• 


„ XXr, 1896 ... 

10 

10 


• •• 

ana 

„ III, 1906 ... 

18 

12 

2 

• •• 

naa 

„ 11. 1910 ... 

12 

12 

2 

lat 

••a 

„ VII, 1911 ... 

14 

14 

4 

*aa 

aaa 

„ V, 1916 ... 

20 

20 

4 

ana 

ana 

Ordinanee 1, 1016 ... 

20 

20 

10 


aaa 

AotlZ, 1916 ... 

26 

20 

10 

6 

an# 

Ordinance VI, 1916 

38 

20 

10 

18 

aaa 

„ VII, 1910 

50 

20 

10 

SO 

aaa 

!. Vn. 1W7 

62 

20 

10 

42 

aaa 

Art VI, 1918 ... 

86 

20 

10 

66 

CM 

„ II. 1919 ... 

100 

20 

10 

80 

•na 

„ XXVI, 1919 ... 

120 

20 

10 

100 

aaa 

„XXI. . 198U ... 

120 

120 

120 

120 

aaa 

„ XLV. 1920. Tern- 

85 

85 

85 

85 

6 

porary. 

Ditto, Ferawnent. 

-lletalliG 

20 

••• 

vMetfdlic 

5 

Besenre. 



ReBerre. 

A V 



The securities of the Govenun^iit of India, and 


the sterling secnrities originally held in Ihe Beserve 
(Oolnnm 4) arc permanent loan stock or long dated 
securities. The rapid depreciation of such securi- 
ties 'with the growth of the British national debt 
during the War, led to a change of policjl Poww 
was therefore taken in Act IX of 1916 to ludd ^ 
crores of British Treuury Bills vfbish mature £or 
r^paymmit a^ter not more than twehre n^mt^ and. 
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are therefore not Hahle to depreciation. The Act of 
1920 passed in. April of that year was important 
because, although it did not increase the total 
amount of secunties admissible in the Beserve, it 
abolished«the limit on the holding of securities of 
the Government of India. As noted in a later chap* 
ter, this was done on account of the adverse balance 
of trade and the necessity for selling Beverse Coun- 
cils which began in January, 1920, these for the 
greater part being met out of the sterling securities 
of the Paper Currency Beserve. So far as the cir- 
culation was not contracted, this operated to tr|ms- 
fer part of the invested portion of the Beserve to 
India, where it was naturally desirable to hold it in 
liecurities of the Government of India. 

BbPORT op the CuEBBNOT CoMMETTBiP, 1919 
The Beport of the Committee on Indian Exchange 
and Cu^ency (1919) is described in a later 
chapter*; but it will be more convenient to notice 
here its recommendations as regards the com- 
position of the Paper Currency Beserve. The Com- 
mittee had to consider in regard to this the peculiar 
position which had been reached by the absolutely 
necessary expansion of the biroulation during the 
war and subsequently. This had been achieved 
mainly by enlarging the invested portion of the 
Beserve, the increased investment being in sterling 
securities held in London. The last change was 
made by Act XXVI of 1919 wMch fixed the invested 
TOrtion of tile Beserve at 120 erores. of which lOQ 


*>866 GhspUr XTf, ttO, 


m 


B&siims Ain> ^Ai<id76ES 


cror68 might be invested in Treasury Bills 
British Govcnunait. This meant that eonsidSrablir 
more than half of the totel oirc a t t he time 

the Committee repyoried (i86 croxea), be held 
m British secorities. If, as was probable, tiieie 
should be a contraction of the gross oironlation in 
fntnre years, the limii would become nndnly high 
and would have to be reduced from time to time by 
sp^al legislation. 

The Chamberlain Commission had pointed outtiie 
disadvantage of the inelasticity of the Indian Paper 
Currency system.* During the past six years a 
substitute for elasticity had been found in the issue 
of frequent Ordinances and the passing of Acts. 
The Conunittee found that it was essential to intro> 
dace elastiaity into the system and thus ** to obviate 
the necessity for constant fresh applications to the 
legislature as the circulation growe. Both these 
objects can be attained,'^ they said, ** if instead of 
laying down that the invested portion of the Beserve 
must not exceed a fixed maximum, the legislature 
prescribes that it shall not exceed a wiaxminia per- 
centage of the total issue ; or alternatively, that the 
metallic portion shall not fall below a mimtnnTO per- 
centage of the total issue.** 

Tbc^ Committee also made a fnr&er most inq)ort- 
ant recommendation, namely, to experimentally 
on a small scale the devhse proposed by fibe l^yal 
Commission of 1913-14 for giving ^ note-Sfinide 

*^port, 191V 


^ - 
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dbuNi^iy-- one which has been adopted in eonae<^<m 
the Federal Beserve Note STstem in ^e Ihsited 
StAlee : ^at is to make noinmflicial MBs of 
c hange available a s^ Sj ^rity for tiLa.ia aiiai)f„ notes. If 
”^e Committee recommended that this should be 
done to the extent of five croris in additicm to the 
other forms of security alreAfy permissible. ** The 
issue would take the fom of loans granted to tiae 
Presidaocy Banks on the collateral seopity of hjils 
endorsed by the Pvesid^cy Banks and having a 
maturity not exceeding 90 days.'’ They proposed 
that the Banks should be charged at not less than 8 
per cent per annum for such advances. Thus there 
would be no temptation for the Banks to make this 
an ordinary means of increasing their availid>le 
capital ; but they would seek such advances from 
the Paper Currency Department only at periodB of 
exceptional tightness of the mon^ mai^t. They 
recommmided that the sta tutory Bainimnm f oy t^ie 
• metallic portion of the Beserve he AO p e r i nmt 

of the gross circulation, whidi, it will be remendwr^ 
ed, includes notes held in Beserve Treasnries. The; 
1^80 reconmumded that of the fiduciary portion of 
the Beserve not more than _20 erores shonld be heM 
in securities of the Oover^ent of Ih^a. 

. It is interesting to observe bow opinion has dbang- 
ed on this question of securities other fltAn those ^ 
tbe Government of India being h^ as part of 
jlducigry portion of the B^rve. It was in 1808 
fpyr the first time, that British Secittities were aliow 
^ to be imfiuded ip the Beserve, and the ameMi 

94 
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allowed was only 2 crores. The limit was mereased 
ip 4 crores in 1911 and to 10 crores in 1916, and 
thereafter by rapid stages to 100 (srores in Septem- 
Ijer, 1919, The rupee securities which were increas- 
ed to 20 crores in 1915 remained stationary at that 
figure till April, 1920. It has now become recog- 
nized that the sterluig securities in the Paper 
Currency Beserve serve a very useful function, in 
that they may be used to replace or supplement the 
Gold Standard Beserve in maintaining the rate of 
exchange during a period of adverse balance of trade 
by being used for the payment of Beverse Councils 
as above described. This principle has a sound 
economic basis. When the export trade from India 
is brisk the balance of trade is favourable ; and the 
demand for Councils is active. This places funds 
in the hands of the Secretary of State, and the 
Council drafts arc paid in India by notes issued 
agamst the increase of the securities held in London. 
At the same time prices rise in India, partly from 
iuoreased demand and partly from the increasl of 
circulation. 

There is a rise and fall of prices all over the 
world at the same time in a more or less n^^ular 
succession of periods, which are usually sevmi hr 
ten years in length. Such a period, whatever its 
length, is called a ** cycle of trade. '* In that por- 
tion of the cycle during whirii world prio€» are 
riring: India experiences a favourabk balance-cf 
• timde. Immediately after world 'prices have dom- 
maaoed ; falHng India begins to eo^rienoe an 
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-adverse balanee of trade whi(^ lasts nsiiaUy from 
twdve to twenty months. During these abuoniPAl 
periods of adverse balance of trade Heverse Oouft- 
cils are sold and paid in London by selling the ster- 
ling securities of the Beserve. At the same time the 
mon ey realised in India by sellin g the Bi^ers^ 
Co uncils is , used to withd raw currency notes from 
circula tion. This automa^^y cbhtrMis the dr- 
cnlation, if the amount of the rupee securities is 
fixed. The contraction of the circulation brings 
down prices in India, and re-establishes the favour-' 
able balanee of trade at an earlier date than would 
otherwise have occurred. By this device of holding 
the greater part, and the elastic part, of the fiduciary 
portion of the Beserve in sterling securities, a per- 
fectly automatic adjustment of the circulation to 
the state of trade can be secured. 3 i also provides 
a means of maintaining exchange. 

PArsn Cuebehoy Aot of 1920 
The extraordinary measures which became neces- 
sary during the War for enlarging the fiduciary por- 
tion of the Paper Currency Beserve were admitted- 
ly a clumsy expedient for obtaining the necessa^ 
effect of elasticity. Th e expansion of the circulation 
was absolutely necessary and, as stated abov^'nndler 
the existing faw no alternative course presented 
itself but to ask the Legislative Council to increase 
the po^on of the Beserve that might bo held in 
6oeurit|^. The F|panco Member of the thne^ Sir 

begun liy apo^g^di^ly akkiag 
an iuerease Beserve 
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erores in 1915, and his snocesBor anded by asUng 
and obtiuning sanction to a Hmit of 190 raoros 
in September, 1919. The war-time Acta and the 
later one of April, 1920, were purely temporaiy, 
because it was fully realized that the old system of 
rt^lhting the Beserve was obsolete and must be 
replaeed sooner or later by a system having certain 
features of elasticity. 

In framing the Paper Currmu^ Act (1920) the 
Oovemment of India adopted in prindple the re- 
commendations of the Committee ; but they prefer- 
red to impose upon themselves a somewhat higher 
standard for the metallic reserve and adopted,, 50 
per cent instead of 40 per cent of the gross droula- 
tion as recommended by the Currency Committee 
(1919), although the power to issue 5 e rores of no tes 
against commercial bills of e xc hang e- in effect 
reduced this limit to about 47| per cent. The per- 
manent composition of the Beserve is to be as 
follows ; — 

(1) Metallic portion — to bo not less in value 

than the sechrities portion of the Bo- 
serve ; . (may include gold held by the 
Secretary of State not exceeding 9 
erores). 

(2) Securities portion : — 

*{(t) Securities of the Qovenunmt of Indian— 
to an amount not exceeding 20 erpinB 
valued at purchase prkse, of, wIMh wet 
more than 12 croi^ be jcarenfed 
securttku*^’ exj^tuned b^w) \ 
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(b) Seovities of the United Kingdom the 
date of maturity of which is not more 
than one year from date of purchase. 

(S) Bills of £x<hange which will nmtnro witliin 
90 days, and which satisfy the oonditums 
laid down by the Governor General in 
Oonncil, to a total not exceeding 5 
orores. 

The metallic portion of the Reserve may consist t 
of sovereigns, half-sovereigns, rupees, silver half-| 
rupees, and gold and silver bullion. The gold* 
bullion is to be valued at the rate of Re.l for every 
11.30016 grains of fine gold ; and the silver bullion 
at the purchase price converted into rupee currency. 
It will be observed that the token coins of nickel, 
and the subsidiary silver coins of 4 annas and 2 
annas cannot be included in the metallic portion of 
the RoserA’O. Gold and silver coins other that those 
which are legal tender in India can of course bo held 
in th«' metallic portion of the Be8cr\>’, but would bo 
treated as bullion. 

The fniiotiou of the securities poi*tion of the Re- 
serve (with the bills of exchange portion) is to 
fiU up tlm gap between the metallic portion of the 
Reserve and the gross circulation. At times when 
impees emne bade from circulation the securities 
portion may decrease to any extent convenient. On 
tiia othco' hand, a maximnm limit relatively to the 
jEWtal& ipmrtkm cd the reserve is> absolutely neees- 
mxf in ordfif* forp^ent any undue, expansion of 
Mid 4o (msure liKt convertibility of 
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the notes. Thhre is no rigid maximum liiait 
as reg^ds rupee seenrities. British seouzities oi 
riiort date may be held to any extent, sabjeot to the 
limit that the total amount of seourities docs not 
exceed the value of the metallic portion of the 
Beserve. 

It will be seen that this new Act provides the 
necessary elasticity. In a period of escpanding 
trade and rising prices there is a demand for more 
currency. Let ns suppose that the metallic portion 
of the Beserve was 76 crores and the seeurities Jg| 
orores on a given date ; that there is an active de- 
.m^d for Councils ; and that with the proceeds the 
Secretary of State is buying sterling seourities, and 
/notes are being issued against them in India. A 
limit is fixed to the issue of notes in this manner when 
the total value of securities has also become 75 
crores. The limit will be a smaller figure if in the 
meantime the encashment of notes has led to a re- 
duction of the metallic portion of the Beserve. 

It might appear that this latter contingency would 
seriously Umit the increase of the note rirculation 
against secuiitios, such as is required duiing a 
period of active trade. But in the evenft of there 
being a heavy withdrawal of rupe^ or sovete%ns 
from the Beserve, Government would immediately 
cable the Beesretary of State to use some of the ftmdis 
obt|iiied by sale of Ootmoiia fot pmMhase of 
(or gold) to be immediate i% 

it would be eoined and ROt ha the Bo yrWH «» 
e3q;iaii«|tet o£ the 4sin»ila%u woiild'te^ 
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w a few weeks j f or every orore ojf g«^ thus 

im{>orted, cer for every crore of folim of XuiSiott 
standard; diver imported (wMdi at the prevailing 
price of silver would usually cost less than a oroie 
of rupees), the Government of India could issue two 
m:or<te or notes — one orore for the metal imported 
and aiiother backed by the increase of the total of 
Securities permitted by the increase of the metallic 
portion. 

The provision that the securities of the United 
Kingdom shall be those which mature not more than 
one year after the date of purchase is a wise p|p- 
vision to prevent the loss which sometimes occurs on 
the realization of ordinary Government Loans. In 
former times it had be.mi usual to purchase British 
“ Oonsojs/’ or War Loan stock which was not re- 
payable untU nearly 30 years thereafter. The prioe 
of sudi loans on. the Stock Exchange is continually 
fluctuating ; and daring the years 191.0 to 1920 there 
was a continuous downward tendency of prices 
because the current rate of interest was rising. Con- 
sequently seeariries^rejometi|gM8 sold ^ On 
Oie other hayu Suasuiy bifla and seenriU^^ 
w fll'be rep aid wiGi ia twelve mont]^ OSumot.falljEanch 
j»r€e |M as they ^ be worttC 

^eir fuU nomin^-.value on the date of repa yp aont. 

'Ebe issue of ourrency notes against coimnordHd 
of sxchango orig^ting in intemsi iraisisitdw 
adopted for ^ time in aoeordaueft;Witi^ the re:> 
cK^Sfnendations the Committee of 1919. The 
CcsomissiOh of 1913-14 hud- made a tanwilif^ 
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proposal that Oovonunent should main loiois to tha 
Presidency Banks when need^. i!t%La small Umlt 
I of 5 crores has been chosen adimttedly as tm exp«d- 
I mental meai^e. When the manner of regtdaitioa 
of snch issue has been tested by expenence, tiie 
effects have been found beneficial, as is expected, 
the limit will doubtless be raised. The idea, of 
issuing currency notes against commercial bills is to 
an expansion of the circulation in a time of 
lljci^e demand for money. In years when the crops 
are heavy and merchants have to finance tiie move* 
myt of large quantities of grain, cotton, jute, etc., 
the demand for loans in the form of discounting bills 
of exchange is so great that the market rate of in- 
terest is forced up to 8 or 10 per cent, or even higher 
for a short period. Merchants do not like such a 
period of tightness of the money market. Soml^ 
times they cannot get their bills discounted at all, 
and when they can the rate of interest is so high thfrt 
it is very expensive to hold stocks of commodities. 

The economic sequence is this : when there are 
very large stocks of commodities in the cpnnti;y 
there must be also a large volume of bills of me- 
change ; and therefore ‘6ieie is needed at that thne 
a large volume of rupee circulation to be ij/md In 
discounting the bills. The provision that notes 
be isSued against bills of exchange amounts, theiner 
fore, to Government undertaking tiiat |ip to 
limit it will discount eommercia! Idlls of 
or " rediscount them, as it is ca^ 
when one bank discounts hills handed to It ^ 
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whi<^ has diseouiited them for its 0 asto«> 
nters. The aetoal mechanism of the new systmn 
■will be that Government will issue notes to ^e Im- 
pej^lJ|Atttin~i»t>i^ o?cil9S^J!S deposited 

w ith th e Controller of Oprrency ; and the latter will 
chargi^ the Bank interest at a high rate, not less 
than 8 per cent. Tliis latter provision iS“ meant as 
a safeguard that this means of increasing the avail** 
able money will only be used in times of real emer- 
gency. There is no intention that the Imperial Bank 
should make a profit out of the transaction ; it will 
simply increase its available funds in this manner 
whenever the market rate rises above 9 per ceifB 
This may be called a normal figure at the busy sea- 
son : the additional funds available will avoid an 
unusual and embarrassing tightness of the money 
market. 

At 

As the Finance Member explained in his speedh 
introducing the Bill, it would not be possible to 
bring the new permanent provisions for the Cur-, 
rency Reserve into operation at once owing to the 
difiSculty caused by the necessity of revaluing the 
gold and the sterling securities pf the Reserve on 
the basis of Rs. 10 to the sovereign instead 
of Bs. 15. At the time of his speech*, the gross 
circulation, after having reached a maximu m of 186 
exores, had been reduced to 162 crores, against whudi 
the metallic backing was 93 crores ; and the balance 
ofi thg Reserve, 69 crores, consisted of securities, 

September,' 1980, See PToeecdinge, Iwgidfttive 

Gsprtte o| Xadub 1^ 1981^ Purl 1113. 
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the valuation of gold and sterling seewittet lte^g 
on the old basis of Bs. 15. If the new ooia|»oaltesa 
of tee Besorve and the new vaiiu^^ .fil 
the sovereign had been immediately a^^^ted, 
metallic portion of tee Beserve would haura beeit tees 
tean 50 per cent, or else it would have been Hieees- 
sary to mike a drastic reduction of the ciroulati«m,. ^ 
which would have been disastrous in its effect n|MSi. ^ 
trade. It was necessary therefore to make t«B0|^ 
rary provision for bridging over the period 
would be needed to bring the Beserve into con- 
formity with the new permanent basis. By the 
t^porary Act of March, 1920, Government had 
^ower to hold securities to. a,, total of .l^ 'crores. 
Tins was now mi unnecessarily large figure, and 
as a temporary provision it was enacted teat the 
total of securities should not exceed. 85 ..QTQjrei^. 
But the real difficulty was bow to fill up the gap 
formed by revaluing the gold and sterling 
seottiities at two-thirds of their former value, ^s 
was easily done as a temporary measure by auteo- 
risiug the Government of India specially to create 
securities and issue them to the^ Controli er of Cur* 
rmiey, such seounties being valued at the market, 
price of similar securities on tee date of issuer 
These “ created securities *’ would obviouriy* 
amount^ however, to far more tean tee limit vi ‘ 
twdve crores permitted by tee provisions of ]^e 4^ 
It was therefore provided that the excess 
redaef4 gradually by replacing teen^ 

«eui^tief. There being no 
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m^ately to pufdwao a large quantity of sterling 
seearities it was provided' that interest derived frcwn 
the securities in the Beservc should be applied as 
from Ist of April, 1921, to the reduction of the 
created securities, and that the Auditor General 
shodld every year grant a certitioatc of the amount 
of sudii interest and that It was so ap^ied. Gov- 
ernment undertook also that, as soon as the Gold 
Standard Reserve should amount to £40,000,000, tho 
interest on its securities, wliich now goes to swell 
that Reserve, should all be appropriated to the 
credit of the Currency Reserve. There would be 
about £2,000,000 annually from interest on the 
securities in the Paper Currency Reserve ; and after 
a year or so nearly an ctjual amount available also 
from the Gold Standard Er^serve. Tims it would 
be possible in the course of some four or live years 
to flu up the gap created by the rovalnalion of tho 
sovereign at Rs. 10, and to bring into effect tho 
permanent provisions for regulating tho I’aper 
Currency Reserve. The necessity foi tielaying the 
application of the new rule that the nudallic portion 
of the Reserve may not be loss than tho amount 
of ^curities docs not involve,, delaying the very 
useful provision allowing the issue of notes against 
bills of exchange to the limit of Rs. 5 crorcs, whlcii, 
after the rules goveniing it have been settled, can 
“ be made use of when the occasion therefore arises.* 

. * Since tike sbove wm wHtten the metallic j^ion «£ the Beec^e 
tme iMnewi ,ta inete then SO per cent of the dcculittien ; whilet the 
gfnwjel' 4 Biiinire ezooeded £ 4/OfiOOflOO on tin SOth S^eiehm' 
last, «M the nteieet ie being applied in redaction of the created 
eetimijee. b Mer^, iSSf, S crom of note* nm ieencdi^init of 
entWH^ meEtuaer Aistol 19:01 hoe poetpon^ for tiro y«a» the 
«(S of the kterewt cf the P. C. B. Of ehore 4eiMT!i)c(t. 



CHAPTEE Xm 

CHANGES DURING THE WAR 

We have seen in the last chaptex’ that the Indian 
system of currency and foreign exchange was per- 
manently established before the War and was 
working in a perfectly satisfactory manner. A 
proof of the excellence of the system which Gov- 
ernment ha<l esiablishcd lies in the fact that jj; 

the ^ock- of the outbreak of 
imr. Confidence was suddenly shaken by uni- 
versal apprehension as to Avhat might happen in 
the future. The big financial houses of Europe 
also saw tliat they would immediately need to 
utilize all their capital in their own countries. 
They therefore called in moneys which were owing 
to them from all parts of the world. So many 
people were trying at the same time to send enor- 
mous sums of money to England and to France that 
it was impossible to find any means of sending it. 
The exclianges, after rising very high against these" 
remittances to Europe, eomidetely broke down ; 
mxd it was only by the intervention of the 
and French Governments that a serious fi^noial 
panic was averted and the exchanges were gn^dhwl- 
!y restored to a working condition. ‘ ^ 
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WaKT 09 OOKnOSNOB AKO WEAK BXOHAVCtt 

The Indian systein of exchange waa oompletdy 
prepared to meet snch a crisis nf tha lar-ga 

f nnda wh ich haan . ac c amu la tad - in. 

S^j^d Beaeisn.and:.yfiyjftJield^^ Th« 

trade conditions in the summer of 1914 were 
already in^cating that the balance of trade was 
likely soon to turn against India ; for the sales of 
council bills in May, Juno and July of tliat year 
had already fallen to less than one-fourth of the 
sales in April. Immediately on the outbreak of the 
War, however, foreign firms in India wanted to 
remit large sums to London and elsewhere, and 
Indian merchants were required to pay immediately 
for goods they had imported. Reverse Councils 
were offered and were freely bought. Imports 
ordered before the War were still arriving in India 
during the ne.Kt three or four months ; but the^eX;- 
port trade was ii nmed iatoly redu ced in yolpme. 
Germany and Austria formerly purchased a large 
proportion of our exports, particularly raw com- 
modities, and their trade disappeared entirely. 
Moreover, the exploits of the t* Emd en ” in Sep- 
tmnber and October, 1914, prevented many ships 
leaving Indian ports. For these causes amongst 
others, the bal a nce of indebtedness remained out- 
wards for several nionths, an(^reyersjB Cocm con- 
^tinu od to ifo goy .piij-iLtqwar^^ end of Jan nary, 

390, wl^i normal conditions became more nearly 
re-established. The total sum of i-everse Councils 
9oid during this period of nufavourabie balance pf 
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trade from Ai^st, 1914, to Jastiary, 19|^ was 
£8,707,900. 

During the spring of 1915 the sales of Ccwsi^ 
bills by the Secretary of State increased. ,1^* 
change weakened again in -Jime and reverse Oomi- 
cils were sold again for the next three months. In 
September the balance of trade tun^d defiiutely 
in favour of India, and by the end of the year the 
Secretary of State was selling Council bills te mi 
amount not much below normal for that time of 
year. This does not mean, however, that trade was 
being carried on upon the pre-war basis. As a 
matter of fact, both the imports and the exports 
were reduced, partly because Eng^nd could not 
now supply goods, for us to Import, and exports to 
the Central Empires wens impossible ; whilst ship- 
ping difficnltics also affected both imports and 
exports. 

Other noteworthy features of the first year of 
the War were mainly the results of the shoek 
caused to confidence in India by the outbreak of 
war, and of the recovery therefrom. The OHsis 
caused panic-stricken de mands for gold, f or th e 
I encai^meut of currency notes, and for 'U is .with- 
drawal of Post C^c Savings Bank deposits. The 
first noticeable result was that sovereigns 
appeaved entirely from circulation. Prior to 
August, 1914, sovereigns had been.in circnlatiefa.t# 
a limited extent in parts of India, jpartieidaxljr M 
the Nprth. Within a few daya gcld ^coiiMH 
alwaya laore eaa^y .carried and hailed 
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(Hsappeared from droalatioii, being boarded by 
innumerable native* bankers and petty mcrcbanta. 
Marwarie sent great quantities back to their native 
villages to be buried ; but perhaps it was not only 
fear whidi prompted tfci» action. Some may have 
realized that war would prevent the importation 
of more gold into India, so that the price would be 
certain to rise. 

At the same time a great demand arose for the 
encashment of currency notes in gold, and so 
early as the 1st of August, four days before Oreat 
Britain declared war on Germany, the G^overnment 
had to cons^e its gold by refusing to issue less than 
£10,000 at one time to any person. As £1,800,000 
of gold was withdrawn in four chiys, this restric- 
tion was practically ineffective ; and on August 5th, 
Goveniment notified that gold would na longer be 
issued to private persons, a restriction which has 
eveF since been maintained. The result was that 
sovereigns very soon rose to a premium, being 
qu6ted at Es. 15-6-0 by tlie end of August and at 
Rs. 15-8*0 in November, 1914, although thereafter 
there was a temporary decline, before the premimn 
rose to a much higher figure. y ■ ’ ' • 

The demand for the encashment of currency 
notes was particularly strong in the Bombay Pre- 
sidency. Government at once took steps to check 
•ny panic by issuing instructions that every en- 
deavour ahould be made to meet promptly all de- 
nrnnds for encashment at district treasuries, 
4 ft note WAS ^vfrUble gs g 
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matter of right only at the head carrenoy office of 
the drole of issue. The result was that the aotiTe 
note drculation, that is, amongst the people, re- 
mained practically stationary, whilst the gross 
circulation was reduced through the Presidency 
Banks considerably reducing their holdings, which 
liad been unusually large just before the outbreak 
of War. 

The deposits in the Post Office Savings Bunk were 
about 24 crores on the .31st of July ; but from the 
second week of August there was a h^avy and 
exciled run by Savings Bank depositors, to with- 
draw their funds, so that about six Qjrores were 
witlidrauTi during August and ScptemWr. With- 
drawals continued for several months, and the total 
d(*posits held fell to 15 crores by the end of March 
1915. Thereafter withdrawals due to want of cou- 
fidenee ceased, and deposits gradually increased 
again as shown in the following table : — 

Deposits in the Post Office Savings Bank, India 

Bt. Cinrei. R«. Cromt. 

it Jnlr Slit 1914 ... 24-6 Miroh Slat 191S ... 16-6 

March Slat 1916 ... 14*9 March Slat 1919 ... IS'S 

March Sl«t 1910 ... 16‘Si/ March Slat 1920 ... 21*8 

hlaNb Slat 1917 ... 10*0 Much Slat 1921 ... 2ft*8 

Growing Favottrabub Balancb ob Tbadb 
By October, 1915, tlio currency and exchange 
position had become normal again, except for the 
total absence of sovereigns from circulation. 
Aliottt this time there began to arise a great demand 
for India’s raw products and food-grains in the 
j^Ued and neutral countries. Jute clotb 
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re^^oired in huge qti^tities iot sand bags, and hi4e» 
vers wanted far making leai&er for army boats and 
eqnipmmit. ln<Uan eoi^on and various forest msi 
plantation products were eagerly demauded. The 
exports oi tea, indigo, lac, and wool all inoreased. 
At the same time the goods which Indifi umutlly 
imports from Europe and America were difficult to 
obtain. As the total money value of tiie exports 
began to exceed that of the imports more and more, 
\ there owue to be a large balance of payments in 
'.fav<mr - of . India. Council Bills were sold on s 
considerable scale during the cold weather of 
1915-16. Daring the whole of 1916 the demand fear 
Council Bills was very keen and oontinued to grow 
until it readied an intensity unknown in pre-war 
days, except for very short periods. 

The supply of .Councils unfortunately was neces* 
sarily limited by oircumstauces over wMoh Gov- 
ernment could have no control. This statement 
will become clear if we examine the two principal 
reasons. In the first phuje, it must be remembered 
that Gie Secretary of State cannot sell a Bill in 
London paydble in India unless he is snre that the 
Gov^nment of India have actual cash to pay it 
wii^ <m presentation. When Council Bills are 
bdng sold in great quantities in London, ^ eir pa y- 
meni causes a heavy dram on th^ 

m lndia. In fact, it is not possible to 
for payment out of the Treasury 
Balances beymid tiie Secretaiy of State’s require- 
nents for hm normal expenditure in En^aad, 
« So 
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except to quite a limited extent. There are three 
ways, however, in which the Government of India 
may be provided! with additional fnnds for the pay- 
ment of Oonncil Bills drawn npon them. The first 
. and most obvious is b y baying silver in London with 
the money which the Secretary of State has at his 
disposal as the result of previous sales of Council 
Bills. This silver is shipped to Lidia and thei'c 
coined into rupees in the Mints of Bombay and 
Calcutta. The second method is to increase the 
paper currency circulation in India, Government 
paying the Council Bills by simply issuiiig currency 
} ' notes. This is only possible, however, according 
^\o the Indian Paper Currency Law, by increasing 
the Paper Currency Reserve to the same extent as 
the circulation. Hence Government could not avail 
itself of this means of meeting the extra Council 
Rills until it had obtained sanction for i ncrei ^ing the 
^Invested por^n of the Paper . Qurrenegr, Reserve 
which might be heM in securities in London. This 
permission Government obtained by an Ordinance 
in January, 1916, which was confirmed by Act IX 
of 1916 of the Indian Legislative Council. The 
third method by which Government could obtain 
; funds in India with whidi to pay the Oonn^ Bills 
‘ was^hFb’orrdwu^^ in Ir^'^ml^hsl^er-noi^ 
money could be raised. Government borrowed 
from* the Presidency Banks from time to time ; but 
it was not until the great War lioans of 1917 and 
1918 that considerable funds were placed at the dis- 
posal of Government by this method. In 1916, 
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therefore, Qovemment had to rely mainly upon ths 
firot two methods. It purchased enormous qnaati'* 
ties of silver — so far as it could purchase without 
seriously raising the price : also nearly 27 ororei 
'^orth of currency notes were issued against an in- 
crease by a similar amount of the invested portion 
of the Reserve held in England. 

FmAKOB OF Ihdiak Abmy Abroad' 

These resources, however, were quite insufficient 
to meet the growing demand for the finance of ex- 
ports from India, because Government had aU^ to 
finance on a large scale what, from the economic 
point of view, must be called an “ invisible export.^’ 
I refer to the expenses of maintaining the Indian 
Army serving abroad. It will be remembered that 
the arrangement made with the British Government 
was that the latter should pay the whole cost of 
employing Indian troops on i’oreigii service, and 
all Indian military expenditure resulting therefrom 
in excess of what the Indian Army would have 
cost if it had not been employed in the War. The 
expenditure incurred by the Indian Government 
which the British Government- had therefore to 
reimburse was on a very large scale : and the diffi- 
cnli^ was that the British Government, having no 
j^nds out here, refunded the money by paying it 
to the Secretary of State in London. The Govern- 
ment of India, therefore, was paying out enormous 
sums in Lidia for the training of recruits, employ- 
ment of labour, purchase of food, fodder, and all 
JMs of imd equipment, for jrailmK 
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iransportation, and for eharteiing atoaoMm. 
Mneh of the imported and newly-ooiitad silver, sod 
mnoh of the enlarged issue of ourreney notes, had 
to be used to fiiiauce these expenses, ^he funds 
held by the Secretary of State in London grew oor* 
rcspondingly large. It is instructive to set side % 
side the figures of the monies received |}y the Sec- 
retary of State for the sides of Connoil Bills and 
for refunds of war expenditure for a number of 
years : — 



Sale of CoMtei) 
Kill*. 

in tlMnsnud* 

Net Neeipte 
from Wm 
tmneections in 
thooRuid* 
of £’*. 

iri3-i4 

81,201 

Nil 

1914-15 

7,748 

8,686 

1915-16 

20,855 

14,251 

1916-17 

32,998 

33,19.5 

1917-18 

84,881 

61,904 

1918-19 

20,946 

82,880 

1919-JO 

81,226 

58,286 

1920-21 

Nil 

82,078 


It will be seen that the net receipts from thwBri- 
thdi Government on account of War transactions 
grew rapidly until they largely exceeded the re- 
ceipts from the sale of Oonneil Bills. Thus it wdl 
be understood how the necessity of fitiftTMung this 
I war expenditure led to a great difficulty in prSIVid- 
j ing funds for tlic ordinary export tra^ of private 
firms. 

* Control of Bxohav^b 

This difficulty of prpvidfing funjs to ilbamie et- 
|»orif» produced important results effecting Indian 
'trade, whidi are of great economic inteiasi Be- 
the War, yrkm’^ dehudid 
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b«o«ne strong the Sewetary of State lutd Bimpl^ to 
pul his mimmain. selling rate up to gold posad 
(whieh used to be Is. 4|d.) ; and it then beMme 
dteaper lor most of the Exchange Banks to biqr 
gold in London and ship it to India. During the 
war« however, the British Government praotioally 
prohibited ' the export of gold and none oould bo 
obtained for export to India. This did not matter 
mnoh, however, untiji the end of 1916, as the See* 
rotary of State had been able to maintain his usual 
<.praetioe of selling Oonncils to meet the full require- 
ments of the buyers in London. 

The mtuation which developed cannot be better 
described than m the words of the Committee on 
Indian Exchange and Cifrrenoy (1919).* During 
November (1916) the amount of the weekly sales 
increased rapidly, and in the first fortnight of De- 
cember they exceeded £5,000,000. The rupee hold- 
ing in the Paper Ourrenoy Beservo had then fallen 
to 14 erores, and though there was sdver awaiting 
coinage and the Seoretary of State had made large 
purchases, it was evident that Sie continuanoo of 
salea on this scale would endanger the convertibi- 
hiy of the note issue. To avoid this danger the 
Oounoil Drafts sold by the Secretary of State were 
liinifed from 20th Deomnber, 1916, tho weekly 
amount, which varied! between 120 lakhs and 30 
lakhs, being fixed from time to time mainly on a 
eomideraiiott of the rupee resonrces of the Govern' 
ment of India. The limitation of ihe amount of 
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Connell Drafts at a time when the demand for re- 
mittance to India was exceptionally strong and no 
adequate alternative method of remittance was 
available led to a divergence between nuwket 
I rate of exchange andflSe iate at whidi fhe drafts 
^AYorc Bold. It also became evident that the remit- 
tance available might be insufficient to finanoe the 
whole of the Indian export trade, and it was 
essential that the exports required for war pur- 
poses should not be impeded. It was found neces- 
sary, therefore, to introduce certain measures of 
control. From 3rd January, 1917, Council Drafts 
were sold at a fixed rate, which at the outset was 
4|d. for immediate telegraphic transfers, and 
the sale was confined to banks and firms on the 
‘ Approved List which included the chief ex- 
change banks and a few large purchasers of drafts. 
A liitle later these bonks and firms were required 
to do business with third parties at prescribed rates 
and to a})ply their resources primarily to financing 
the export of articles of importance to the Allies 
for the purpose of carrying on the war, a list of 
which was drawn up by the Secretary of State. 
An appeal was at the same time addressed to other 
firms engaged in Indian trade to conduct their re- 
mittance ti'ousactions through the exchange banks.*' 
If this* arrangement had not been made, exdhange 
would necessarily have rmen above Is. ; and in 
fact whilst the negotiations with the banks were in 
progress, hi January, 1917, exchange did rise tp' 
Js, for a few jjays, 
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Th§ result of the sdieme^ of Government control 
was to provide ^porting merchants with means of 
l^aneing the export of all goods of natlonat import* 
ance As regards other goods, exporters had little 
opportunity of discounting their bills unless they 
could provide “ cover.” By this is meant the pro- 
vision of business for the exchange bank in the 
reverse direction. For example, in ordinary times 
a merchant in India who had just put on board ship 
goods of the value of, say, Bs. 12,000 would take 
the bill which he had dravm on the English buyer 
for this sum to an Exchange bank which would dis- 
count it. During the control period, however, if 
the goods shipped were not certified as being of 
national importance, the bonk would refuse to cash 
bis bill unless he was able, at about the same date, 
to remit money to England. If, for instance, he re- 
quired to remit Bs. 11,000 to England and went to 
the bank with this order at the same time that he 
took his bill to discount, the bank would readily buy 
his bill because the drawer was himself providing 
the greater part of the funds required in India for 
discounting it. If the banks had refused to do busi- 
ness even when a man could provide “ cover ” for 
nearly the whole value of the bill he wished to dis- 
count, the result would have been simply that people 
would have avoided using the Exchange Banks, 
and would have settled their exchange transactions 
between themselves, or by means of private brokers, 
as was done before exchange banks existed. 

Owing to rise of prices in the belligereni 
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countries being mndi greater than in India, it Hite 
very profitable, however, to export goods not of 
national importance ; and consequently mexnbants 
tried every conceivable means of financing swdi 
exports. There arose a market in “ cover ” ; and 
exporters readily paid 3 to 5 per cent, and smno- 
times even up to 10 per cent, to anyone who could 
provide them with “ cover.” Speculation by buy- 
ing cover ” forward,” that is three to six months in 
advance, was a later development when exchange 
became unstable from 1918 onwards. 

The Assobftion or Silveb « 

We must now seek to understand what was hap- 
pening in regard to silver : why the Indian demand 
for coined silver rupees was so enormous, and why 
the price of silver rose, and what effect this had on 
exchange. The following figures show the number 
of whole rupees coined in the mints of India during 
each year : — 


Year. 

LAkbii of rape: 

1912 

12,25 

1913 

16,20 

1914 

4,84 

1915 

1,53 

1916 

21,29 

1917 

26,66 

1918 

41,19 

1919 

42,76 

1920» 

10,89 

1921® 

1,15 


* The aiBoimtacoiii»d for Native Steel biwebcsadlAteodfnMB 

the %ar«s as published in Statement IX the V A|S 

ContrtMwr of Currency for the year 1920-21. ' 

’ Coina|;e was stopped in Jaly. 

*. Bceoin^p of old ligbt-weifht rupees enly. 
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It is obvious at onoe that an enormous absorp- 
tion of rupees commenced in 1916. The coinage' 
in the next year was even heavier, and constituted 
indeed a record, being greater than that of the ex- 
ceptional year 1916. In 1918, however, the absorp- 
tion became absolutely unprecedented, and the vast 
total of well over 4,000 lakhs of rupees was coined. 
In 1919, so far from the demand slackening off, 
there was even a further increase and a new re- 
cord created, which it is to be hoped may not again 
be^ surpassed until many years hence. Indeed, it 
nfliy bo hoped, that as the people become pro- 
gressively more and more accustomed to the use of 
currency notes, and gold comes perhaps actively into 
circulation, the demand for silver coins may never 
again become so great. In 1920, the demand for 
rupees slackened off under circumstances which will 
be explained in the next chapter. 

The question with which we are now concerned is 
the sudden awakening of this huge demand for sil- 
ver, and the course of the world’s price of silver 
during the later years of the War. As will bo ex- 
plained more fully in a later chapter, the enormous 
absorption of rupees which began in 1917 is to be 
accounted for by the fact that prices in general 
were rising, as well as by the activity of the export 
trade and the extensive Government purchases for 
the Army. The piioos whidh were paid for raw 
products mqported from India were oonstantly 
rising, because prices in the countries at war werq 
xiring rapMy fu^ ^sy could sffoi^ to pay higher 

A ^ *■ 
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prices to India. When the exporting merdumis 
obtained higher prices, they gradually, by competi- 
tion amongst themselves, raised the prices which 
were paid to the actual cultivators for their cotton, 
to the chamars who collected the hides, and the 
junglewallahs who collected forest products. Gfov- 
emment was also paying the hitherto unprecedent- 
ed wage rate of one rupee per day for unskilled 
labour. All ^ttese people were receiving more 
money than they had ever, before handled — consi- 
derably more than they needed for their actual 
subsistence, because the price of food grains had 
not risen much in 1916 and 1917. The eultivatorl 
and labourers all insisted on having payment in 
silver nipees because they were not accustomed to 
currency notes, nor could these latter, they thought, 
be kept safely by burying underground. Conse- 
quently, many crores of silver rupees which were 
,ythus paid out to cultivators and labourers in all 
parts of India remained in their hands. 

In normal times nearly all of the money thus 
paid out comes back to the banks and Government 
treasuries because the people have to spend the 
greater part of their earnings on purchasing food 
and all the miscellaneous requirements of life, sudi 
as clothing, oil, iron and brass utensils and so forth. 
But in 1916 and 1917 the prices of all kinds of cot- 
ton and woollen cloths were rising rapidly, and 
price ot iron and brass had also rteen. People can 
if necessary make their clothes last longer thjin 
usual, and they can avoid buying brass lotas and 
dishes. People made up their minds that prices 
were too high, that they were being cheated by the 
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banias, and they decided to do without things rather 
than pay exorbitant prices. Probably most people 
expected that prices would go down as soon as 
the war was over, and decided to wait till then. The 
result was that they kept their money and the 
rupees did not flow back to the Government trea- 
suries. This was the reason why Government had 
to make such large purchases of silver in foreign 
countries. The same kind of thing was happen- 
ing also in ■ other countries. Everywhere a great 
demand for silver was caused by the rise in prices, 
but unfortunately just at this very time the supply 
df silver which comes from mines in various parts 
of the world became much less than usual. This 
was mainly owing to the fact that the revolutions 
in Mexico were creating such disturbances that 
many mines were closed ; also in 1915 and 1916 the 
Mexican mines had difficulties in obtaining the 
cyanide used in recovering the silver. 

The following figures show the quantity of sil- 
ver mined in different parts of the world each 
year : — 

Production of Silver from Mines. 


(in fine ounces, OOO’s ..omitted). 


Year. 

Canada. 

U. B. A. 

Mexico. 

Re«t r.i 
W.ild. 

Total of 
WorW. 

1910 

.. 32,869 

67,509 

71,372 

67,240 

21^089 

1911 

.. 32,559 

61,109 

79,033 

57,683 

230,384 

191£ 

.. 31,966 

66,041 

74,640 

60,423 

233,060 

1913 

.. 31,806 

71,200 

70,704 

57,066 

231,676 

19U 

.. 28,449 

69,634 

27,547 

50,418 

176,048 

185,745 

1915 

.. 96/B& 

.. w,m 

72,369 

39,970 

47,180 

1910 

78,876 

22,838 

484»3 

175,466 

1«17 


70,666 

31,214 

69,949 

17BkM9 
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This falling off of the world’s total at 

the same time that Europe was engaged in war was 
very soon followed by the increase of demand alKwe 
mentioned ; and the natural result of this was an 
increase of the price of silver. In 1916, the price 
began to rise, and in 1917 it rose more rapidly until 
in August, 1917, the price of silver in London was 
46d. per ounce, and in September it went higher. 
When the rupee was valued at Is. 4d., ihe silver in 
the rupee became equal in value to this nominal 
value (Is. 4d.), when the price of silver reached 43d. 
per ounce. In other words, as soon as the price of 
silver exceeded 43d. per ounce, the rupee became 
worth more as biillion than as representing the 
fifteenth part of £1. When the price of silver 
reached 55d. per ounce, as it did on one' day in 
September, 1917, the rupee was actually worth Is. 
8id. as bullion. 

Let ns see what were the results of this. Ob- 
viously it would have been very profitable to export 
rupees. For example, any Indian merchant oould 
collect, say, Bs. 10,000 in silver, put these on board 
ship properly paired, and sell the rupees in London 
as silver bullion, where at the price of Is. 8^. he 
would realise £854-3-4. Now with this money he 
would buy a bill on India at the rate of Is. 4|d., 
which was the rate of exchange then prevail^, 
an4 by cashing this bill in India he would ihraw; 
Be. 12,615-5-0, and he would thus have made a profit 
of Bs. 2,615-5-0, less the cost of packing, frm£^^ 
insunme^ etc., whi<h might be almut Bs, ^1, 
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Early in September, 1917, Gov§i^ent t&^fore 
I prohibited the export of silver ^ ^d /ItolUoa 
I tfo^ Jji^ia ; and it prohibited import by private 
persons also, so as to facilitate the purchase of silver 
by Government for coinage purposes. The rise in 
, the price of silver had also made it more profitable 
to melt up rupees than to purchase silver bars, and 
this led Government to prohibit the melting of sil- 
ver and gold coin. Tlie most important result, 
however, of the rise of the price of silver was that 
Government was forced to raise the rate of ex- 
change on liondon. Had the exchange remained 
at la. 4^d., much silver would probably have been 
smnggled out of the country in spite of the prohi- 
bition ; but a still more serious difficulty Would 
have been the loss which the Government would 
have incurred in having to buy silver at an aver- 
age cost of, say la. 6d. for the rupee, whereas when 
that rupee was sent to India and paid out there it 
was only worth la. 4d. to Government. In August, 
1917, therefore, the rate of exchange was raised to 
l a. 5d.. at which figure it remained until the follow- 
ing April. - 

The SHiVEB Caisis aho the Ptticah Aot. 

Meanwhile the Government of India was seeking 
some new source for the supply of silver. The 
Secretary of State had purchased so heavily during 
1916 and 1917 that the Indian demand had largely 
contributed to the rise of the price of silver. It 
was obvious that a continuance of baying in the 
oj^ market would sim^dy mean that Government 
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was raising the price against itself. Knowing 
that the Government of the United States had in 
its treasury an enormous reserve of silver dollars, 
accumulated from the silver purchased under the 
Sherman Act of 1890,* thejGoverament of 
approached the United States to sell some of_f^ 
large reserve. They were able to point out that 
the~T)alancc of trade between India and the United 
States was strongly in favour of India and that with 
the strictly limited resources available for financing 
exports from India it would be convenient to have the 
balance settled by the shipment of gold or silver. 
The United States came to the assistance of India in 
a moat liberal manner. The so called Pittman Act 
was for this purpose passed through Congress in 
April, 1918, and it gave the American Government 
power to sell the silver in the reserve to a total 
amount of 350 million dollars, worth over 100 crores 
of rupees. The Government of India purchased out 
of this 200 ounces of pure silver at 101^ cents per 
ounce fine. The silver in ihe Indian Paper Currency 
Reserve which in the summer of 1917 stood at over 
28 crores had fallen rapidly during the cold weather 
of 1917-18, until at the end of March, 1918, it had 
fallen to less than 11 crores, moluding silver bullion, 
under coinage. The position then became rapidly 
more siirious. A crisis developed in Bombay, and a 
run on the Currency Ofl^je began whidbi very soon 
spread elsewhere. The ev^ts cannot be better 
described than in the words of Mr. Gnbbay, theai 


*8eB pi06t 125 md 121. 
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OontroUor of Currency.* “ The storm centre was 
in Bombay. On the re-opening of the Currency 
Office in April after the Easter holidays the silver 
balance at Bombay stood at 130 lalchs. Within three 
days this balance was reduced to 19 lakhs and it was 
dear that a crisis was imminent. It was staved off 
solely by the magnificent co-operation of the Mints 
and by the rapid transfer to that office of such 
surplus rupees ns could be made available from 
Bengal and Central Provinces. Within six days 
no fewer than 187 lakhs were despatched from 
these areas to Bombay, while special measures were 
adopted at the Bombay Mint to accelerate the deli- 
veries by dispensing with formalities. Simul- 
taneoxisly, however, difficulties arose in Madras and 
Rangoon. The former Currency Office closed on 
the 12th April with a balance of 1 lakh of silver 
after having issued 4 lakhs worth of sovereigns. 
In Rangoon actually on the same date one tenderer 
was refused silver. At both these piaces the situa- 
tion was saved by the closing of offices on account 
of local holidays which rendered it possible to col- 
lect for issue thereat rupees lying at Treasuries and 
sub-Treasuries. At Calcutta, however, there was 
fortunately no trace of any abnormal develop- 
ments.*’ 

This exceptional demand for silver was doubtless 
due to the requirements of those engaged in financ- 
ing the cotton crop. The mercl^ts came personal- 
ly long distances from small moffussil towns to 


*Sm his Bspcft for 1»SS jU); 
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Bombay with thousands of rupees worth of cur- 
rency notes, and waited from opening till closing 
time day after day in tiie crowd struggling to get 
into the Currency Office. Rumours that silver was 
running short got abroad, and this brought a large 
number of persons tendering comparatively small 
amounts of notes. The public excitement in Bom- 
bay was relieved by the issue of a communique on 
15th April referring to an Ordinance just promul- 
gated which made it possible for silver purchased 
in America and in transit therefrom to be included 
as bullion in the Paper Currency Reserve. Pour 
days later it Avas definitely announced that legis- 
lation had been introduced in America to permit 
the purchase by India of part of the American Sil- 
ver Reserve. Prom this date the panic demand 
for rupees which had begun to develop dis- 
appeared ; but there remained a steady continuous 
drain on the silver in the Reserve. There was 
much relief, therefore, when it was announced that 
the Pittman Act had been passed and that large 
quantities of silver would reach India within three 
or four months. Tlie drain on the Currency Re- 
serve continued and the silver coin in India, in- 
cluding silver bullion under coinage, had fallen to 
5 crores and 90 lakhs by the end of May. The 
lowest point reached was a week later when little 
more than 4 crores remained. Thereafter the 
arrivals and coinage of silver begmi to overtake 
the demand, and the silver portion of the Bea^e' 
slowly increased. It may segm that thg' amoont 
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uf 4 crores 14 lakhs which was the lowest aoioally 
touched was still large ; but it must be rraaem* 
bered that the active circulation, that is to say, the 
total notes outside Oovenunent trefuniries and head 
offices of Presidency Banks, amounted to over 90 
crores. and that the four crores of actual silver 
coin in the Currency Beserve was scattered about 
in various Currency offices and currency chests 
so that whilst in some circles there was still enough 
silver to meet the demand for the encashment of 
notes, in others tiiere was a serious deficiency. This 
necessitated restrictions on the encashment of notes, 
only very limited amounts being convertible at one 
time. In some parts of India, therefore, and parti- 
cularly hi the cotton-growing districts of Berar, 
Khandesh and Gujarat, notes fell temporarily to 
a considerable discount, from 3 to 5 per cent being 
common, whilst figures such as 10 and 15 per cent 
were reportetl here and there. 

SSw C'lmplcr .\1J, 16;J. 



CHAPTBB XIV 
APTEB THE WAB 


III tlic last chapter we followed the changes in 
ihe Indian currency and exchange which took place 
daring tlie war. We saw that the great demand 
for India’s exports, and the military expenditure, 
led to a great issue of rupees to the public, and that 
owing to the very high prices of manufactured 
articles those rupees did not go back to the Gkivem- 
nieut treasuries in the normal manner, but remained 
in the haiuls of the cultivators and labourers. For 
this reason the (lovernnicut of India had to pur- 
chase enormous «|uaaliiies of silver in England and 
America, ami the rale of coinage of rupees at the 
Indian mints became far greater than was ever 
known bofon*. As a result of the shortage of the 
world’s production of silver, followed by a great 
demand from many emintries, tliy price o f sjlvt'>,r 
r ose c onsiderably, and this necessitated the rai.sing 
of exchange, until at the iiiuc, of tlio Armijjtioe 
(November, IDIH) it stemd alMs. 6d. 

The three years which have elapsed since the end 
of the lighting have been an eventful time in the 
history^ of Indian currency and exchange. The 
conclusion of the Armistice did not bring any sud- 
den change in economic conditions. In all the 
belligerent countries governments were still spend- 
ing on a huge scale from borrowed moneys ; the 
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inflation of the circulation continued, and 80 did 
the rise* of prices. For various reasons the ex* 
dianges between the principal countries of the 
world fell into a condition more chaotic than they 
had been at any time during the war after the first 
shock in 1914. So, if India has had her embarrass- 
ments in exchange since the war, she has only 
suffered iti common with every other civilized 
country. 

If we examine the history of the Indian' exchange 
during the past three years (November, 1918), till 
October, 1921, wo find that it can be divided into 
three periods in accordance with the i»redorainat- 
ing factor in detonniiiing the rate of exchange at 
the time, one of these periods being very brief. In 
the first pei'iod the price of silver was still tlie ]>re- 
dominant feature of tin* situation ; in the s(‘Cond 
period the princiijal factors w»*re the new policy 
adopted as a result of the Report of the Comnoittee 
on Exchange and Currency published early in 
February, 1920, and the dei)reciatiou of sterling 
money in relation to gold ; whilst in the third period 
the predominating factor has been, and at the time 
of writing still is, the adverse trade balance. The 
first of these three periods will be considered in this 
chapter, and the other two in the next chapter. 

In the fir st period, at the conclusion of the 
Armistice, the tra de balance was still highly fav onr- 
able Jto India. The huge war demand for Indian 
growm products continued for a few weeks ; and as 
this died down afterwards through the canoellaiioR 
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of Army contractB, an even greater demand for raw 
products arose for various purposes. Manufac- 
turers in Europe and particularly in America had 
to meet a huge demand for replenishing sto^ of 
the manufactured goods of peace time, and to 
manufacture these they had to replenish their 
depleted stocks of raw materials. They were will- 
ing to pay fancy prices for Indian cotton, hides, lac 
and many other products. On the oth& hand, it 
was still practically impossible to obtain imports 
of the various descriptions which India needed ; 
consequently there was far more to be paid for the 
exports than wo liad to pay for our imports and the 
balance of trade was very favourable. This meant 
a keen demand for Councils ; but the supply was 
limited because the British Oovernuieut was still 
maintaining a large Indian Army in foreign parts 
and refunding the cost to the Secretary of State 
in London. 

India therefore was in a position to absorb th6 
enormous quantities of silver now arriving from 
America as a result of the purchase made under 
the Pittman Act. Trade was bride in India and 
prices were rising. The silver position caused no 
further anxiety as regards the convertibility of the 
notes, because the quantities arriving, which were 
coined by the prodigious efforts of the mints, 
were more than sufficient to meet the continued 
absorption by the public. 

It was the rising price of silver which became 
the disturbing factor. From November, 1918, until 
May of the following year the price of silver re- 
mained fairly constant in Loudon at about 48d. per 
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ounce. Thereafter it conumenood rising, and reach- 
ed 55^d. in Jnly, Bid. in August and 64d. in Septem- 
ber, 1919. In October it touched 66id. ; in Decem- 
ber 79^fL The reasons for this extraordinary risci 
cannot be fully discussed here. Doubtless the main 
causes were the re-awakening of the industrial de- 
mand for the manufactui'e of jewellery and articles 
of all kinds in the belligerent countries, the conti- 
nued absorption of silver for currency in OMna and 
other countries owing to the rising prices, and 
furthermore, as regards the price in England, the 
depreciation of sterling money, the effect of which 
is explained later in this chapter. The result of 
the rise, of Iho priee of silver waa . ttie raising of 
exiSkajoge by successive steps. This was necessary 
in order to protect the Lidian silver currency, and to 
avoid loss in purchasing silver for coinage, as ex- 
plained at the end of the last chapter (see page 205). 
The following table shows the dates upon which 
the rate of exchange was raised, and the price of 
silver in London on the same dates. The figures 
given in the middle column are the minimum rates 
at which the Secretary of State offered for sale 
immediate Telegraphic Transfers, that is to say, 
the telegraphic form of Council Bills. 


Dat<* of Cliange. | 

Kate of 
exchange. 

Price of ailyer 
in London. 



' t, d 

d 

12&K April 19)8 

-.f 

0 1 0 

4(5i 

IStli Mny 19)9 

1 

'» 1 8 

65t 

i2th Angnst 1919 


0 1 iu 

58 | 

loth September 1919 ... 

• •• 

0 2 0 

/iU 

22ii<l Notrember 1919 


0 2 2 

74 

I2(b December 1919 


0 2 4 

78 * 
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There is nothing worse for foreign trade tiian a 
fluctuating rate of exchange, as this provides many 
risks and uncertainties which have to be faced by 
■the merchants. The Indian exporter generally sells 
goods for (jxport in terms of foreign money — 
pounds sterling or dollars — and, when the goods 
have been put on board ship, and he takes the bill 
wliich he has drawn to an exchange bank to discount, 
tho rate of exchange prevailing at the moment is 
of vital importances to him. If exchange has risen 
since he made his bargain, he will get fewer rupees 
for his i)Ounds or dollars than he estimated, and will 
tJiereby suffer a loss. It is true that, as regards 
single transactions, tlie merchant ct ui p rotec t !>im - 
self to a great extent by buying “ cover ” befor o- 
liand from an Exchange Bank, or broker ; but he lias 
to pay sonadhiiig for Uus. The most serious risk, 
against which no provision is possible, arises from 
the fact that many transactions become altogether 
unprolitablo ■with a rise or fall of exchange, so that 
the normal course of the merchant’s business is inter- 
rupted or made liighly speculative. For example, 
when cxcluinge falls, goods imported from England 
or America will cost more in rupees in India, assum- 
ing the price abroad remains the same. An importer 
of piece-goods, or other commodities, must place his 
orderl months beforehand if he is to be sure of any 
stock to do business with. Suppose he has just 
received and paid for large stocks and exchange 
rises. His competitors will obtain supplies paid 
for at a higher .exchange rate, which is equivalent 
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to a lower price, and they will be able easily to under- 
sell him. Hln the other hand if he has alloweil his 
stocks to run low, and when he receives his new 
consignments from abroad exchange has just fallen, 
that is equivalent to a rise of price, and he finds his 
competitors still selling large stocks paid for when 
exchange was higher. 

Similarly, the exporter finds that even at his 
lowest prices foreign buyers tend to hold off alto- 
gether when exchange rises high ; so tJiat the volume 
of demand for the exporters’ goods fiiietuates 
violently Avith the rate of exchange. Yet the (Ex- 
porter is obliged to make commitments in advance 
in the way of buying liis cotton, wheat, oil seeds, 
hides or other commodities several months before 
the actual time of shipping. The fact is that as a 
result of a tl actuating exchange many losses are 
incurred in foreign sales and ])urchases which would 
otherwise have l>eeii ]»rotitjible ; and the knowledge 
of this risk causes nioi'chants to abantion all trans- 
actions, except those apjEcaring likely to yield a 
large margiu of jtrofit. lii normal times with a 
stable exchange a conside.rable . i)Hrt of the total 
foreign trade is carried on with a comparatively 
small margin of profit ; cousoquently an unstable 
exchange destroys much trade. It will bo easily 
rmderstood, therefore, how important it is for the 
benefet of the country’s trade to secure by some 
means the advantage of a stable exchange, such as 
India did, in fact, enjoy from 1898 till 1917. 

Having these considerations in view, and' b'cicausc 
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a new set of conditions had arisen with silvSr 
prices so high, Government felt that it tras desir* 
able to have the position of the Indian exchange 
and currency system reviewed by a body of exp^ 
opinion. In May, 1919, therefore, a Committee was 
appointed of which Sir Henry Babington^Smitib 
was Chairman, consisting of several gentlemen 
having gi*eat experience of business and finance, to 
report as to any permanent changes which should 
be made in the Indian wrreney system. The Be- 
port of the ** Committee on Indian Exchange and 
Currency, 1919 ” as it was called, will be described 
later in this chapter. It is necessary first to notice 
a new factor in the currency and exchange situation 
which developed in the summer of 1919. 

Dephboiation of EnamsH btbbuko honey 
This new factor was the depredation of En^hA 
sterling moiieyjyith reference to go ld.~By “sterling 
nione>~” is to bo understood the English paper 
ciimoHiy, consisting of treasury notes and bank 
notes, ehielly tliosc of the Bank of England, and all 
bank tlei)osils and commercial doucuments, convert- 
ible on demand into legal tender nnoney. The 
Treasury and Bank of England notes, being unli- 
mited legal tender and being obtainable in any 
dcsirfd quantities, form the actual currency of the 
country ; and the Bank deposits represent these 
notes. Before the war Bank of England notes were 
always convertible into gold at par, and aU banka 
were under legal oblation to pay dieques with 
sovereigns, if demanded. At that time, ther^or^, 
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sterling monef and gold meant the same 
thing. The great rise of prices in England and the 
need of munitions from America tended strongly to 
drive En^sh gold abroad, and much actually left 
flie country during the war. At the same time that 
the paper currency circulation and banlc deposits 
were greatly increasing, the stock of metallic money 
in the country was becoming proportionately much 
smaller. Therefore it became necessary for Govern- 
ment to control dealings in gold. ! j]he m elting of I 
sovereigns was most strictly forbidden aa3npqM]fiBedJ 
and ei^rt pjT^go^^ TheJ 
practically impossible by refusal, ta ia 8 »r.e.. 5 oldi 
ex^pt when shipped for purposes of national 
necessity for securing raports. The banks in 
England at' the same time co-operated with the 
Government to prevent sovereigns rising to a pre- 
mium above paper money. 

The essential part of this policy of control was 
the fixation of the rate of exchange between London 
and New York.* The par of exchange is $4.87 to 
£1 ; and before the war the outward gold point 
from England was $4.82. During the war tiie cost 
of shippmg gold greatly increased owing to the rise 
of freight rates and the high charges for insuranse. 
Oonse<piettiIy the outward gold point fell to about 
$4.76|.t The British Government arranged with 

* Tlw nte of esohAnm between London and New York ie epoben of 
in Jndkwetbe “AaermnCion-rete,** or m the "New York CroH- 
rate." A " eron-rate '* ie the rate of exchange between any two places 
ootalie one'f own oonnfay. 

1 other wolds tto C9«t ol ttw dollar rofe froiii 41. to 4 (. 
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the American Government to fix, or V peg the 
exchange api)roximately at this fignre.* Doing this 
involved big loan transactions between the two 
Governments and the co-operation of the big banks. 

It is obvious that such manipulation and control 
of the exchange could not be continued indefinitely 
after the end of the war, for to have done so would 
have involved one or both the Governments in heavy 
financial commitments. Government support of 
the exchange was withdrawn, therefore, in March, 
1919 ; and since that date the London-New York 
exchange has moved freely in accordance with the 
conditions of the supply and demand for remit- 
tance in both directions. The dominating factor 
has been, the henry balance of trade against Eng- 
land, which means that if enormous quantities of 
gold had been available in England, these would 
have been shipped to America ; and this would 
have liept the exchange from falling below $4.76. 
If England had sent all the gold in her central 
reserve— the Bank of England, probably it would 
not have sufficed to keep the exchange up to the 
gold export point ; and as gold was not available 
for export, people willing to remit to the United 
States competed against one another to buy d(d> 
laie, until the price of the dollar rose considerably. 
In other words, the rate of exchange (the number 
of dollars obtainable for £1) fell heavily. In 
August, 1919, it stood at $4.20 and by December 
23rd had fallen to $3.83. 


*Tbs iwta|d $gii» was 
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Boon after the London-New York exchange WM 
unpegged,” the 'British Government allowed a 
free market in gold to be re-established in London 
for dealing with snch supplies as might be import- 
ed into England. The price of gold in London rose 
therefore to the same extent as the London-New 
York exchange fell ; for, obviously, until the price 
of gold had so risen i.t would be profitable to buy 
gold in open market in London and ship it to New 
York, and this was done in limited quantities. It 
is easy to determine what the price, of gold would 
be in London at any time by the following equation, 
in which the figure 77s. lO^d. is the “ mint ” price 
of gold in England — ^in other words, the number of 
sovereigns which are coined from one ounce troy 
(480 grains) of standard gold : — 

Price of gold in London = X (77». »» JW-f. Old. 

In reality the price of gold will be a shilling or 
two above or below the figure calculated above, 
according to whether the state of demand for gold 
in London is snch as to lead to its being either 
imported from America, thus adding the cost of 
transport to the price, or exported to America, the 
cost of transport being thus subtracted from the 
price. Anticipation of the probable rise or fall of 
the New York cross-rate also has an effect on the 
price of gold in London : as in the summer of 
1920 when it stood considerably above tiie parity 
determined by the exchange equation as above, 
owing to the anticipation, which proved correct, 
jhat exchange would faU in the early autumn; 
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It may be added that a sindlar dqnatic^ gOT^ama 
the prices of aU commodities in England ^vhkdi can 
be imported from America, or exported ihweto, at 
a comparatively small cost in freight diarges. Of 
special interest in this connection is the prio3 of 
silver in London. Most of the silver sold in London 
comes from America (inclnding Canada, Mexico 
and South America, whose rates of extdiange do 
not differ greatly from the New York rate). The 
l^rice of bar silver as usually quoted in London is 
the price in sterling money, not in gold. Ccmse- 
quently the price of silver in London is governed 
by the above equation of exchange ; and as the 
New York cross-rate falls so does the price of silver 
in London rise. 

Eei'obt op Exchange ano Ctibbenoy Committee* 

The terms of reference to the Committed directed 
them to make recommendations - with a view ** to 
ensuring a stable gold exchange standard.” The 
Committee were thus preduded from considexing 

*Evet7one 'wialiing to study the evidence submitted to the 
Comtnittee along -with their Beport should obtain tho leUov^ig 
four volumes; (I) The “Beport of the Committee”; (H) 
“Minutes of Evidence,” which consists of the verbatim sbnrb 
hand notes of questions and answers of witnesses ; (1X1) “ 
pendices” which prints the written memoranda snlmitted hjr 
the vario|is witnesaee, mbtuding^ the Go ver mn ent of ladia, and 
tables of statistics ; and (IV ) the “ Index ” to Vidumes II and 
UJ, which is a great convenience for the purpose of iaraetag the 
atatemento in evidence and memoraida on any paztieufaur 
jeet. These volumes are published by ^ Xlagesty^ iHpilibtMjf 
Ottoe in London, and the t^etenee uoi^Mn ate t Chad. iS7 
^8, 529 mi 530 ret^eettniy. 
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the qtiesfioii of rotazning to a singte silver staadaini, 
or introdaoiiig a bi-metallio standard ; bat ihiy 
eommenoed their report by stating that no nsef al 
end von ld ha ve been seized if l^eir reference 
pei^tted. the .consideration of these ^ternatiyes. 
l%ere follows next in the report a brief Ascrip- 
tion of the position of the Indian currency and ex- 
change at the outbreak of the War, which serves as 
an inhodnetion to a history of the piindpal changes 
and events relating to currency and exchange during 
the period of the war and subsequently. This is 
concluded by a sununary of the position as it exist- 
ed at the time the Oommittee ended its sittings ; and 
the report then proceeds to the Conuuittee’s conclu- 
sions and recommendations. In the opinion of the 
Conunittee' ** the system built up since 1893 worked 
well, and was beneficial to India. It supplied suit- 
able media for the internal circulation, provided 
means for the settlement of the belance of trade, 
and secured stability between the rupee and sterl- 
ing, which until recently was in practice synony- 
mous with gold. It has proved effectual in pre- 
vm^iiing the fall in value of the rupee below la. 4d., 
and unless there should be profound modifications 
in India’s position as an exporting country with a 
favourable trade balance, there was no reason to 
apprehend any breakdown in this respect.” 

But the system was not proof against a great 
rise in the vfdue dt silver. In framing it, this oon- 
Hingmiey had not been taken into account. So little 
it anticipated, that the syst^ -was not critieissd 



on this ground, so far as we are aware, by any of tbci 
witnesses who have appeared before the suooessive 
Committees and Commissions on Indian currency. 
But the unexpected has happened.” 

The Committee then proceeded to giv6 their 
reasons for attaching great importance to stability 
of exchange ; but they were of opinion that the 
price of silv& was unlikely to fall again to the low 
level at which it stood before the War, at any rate 
for many years, owing to the present high cost of 
mining, and the undertaking by the United States 
in terms of the Pittman Act to purchase silver mined 
or refined in the United States at one dollar per 
ounce. Even when the dollar-sterling exchange 
should retuni to par, silver at one dollar per ounce 
in the United States would involve the rupee being 
fixed at not less than Is. 6(1. A price of silver cor- 
responding to one dollar per ounce might be regard- 
ed as the probable minimum ; but it w as more difficult 
to fix a maximum. It was, however, probable that 
the price could not rise for long above a level which 
would be sufficient to induce the public to melt up 
silver coins of their countries or the Governments 
to convert their large reserves of silver coins into 
gold. Thus in the case of the silver coins of the 
United. States the bullion valuo becomes equal to 
the nominal value at the equivalent of the price of 
6&ld. per ounce in London, and the bullion value of 
English silver coins equals the* nominal value at 
66d. Consequently it is not likely that the pice of 
silver could remain for a long periM miuoh ,jabovc 
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(SSd. per. ounce. It may be noted, however, that this 
protection, so far as the onrrencies of England and 
France are concerned, has disappeared, since the 
fineness of the English silver coins was reduced in 
1920 from 92.5 per cent to 50 per cent, and similar 
action has been taken in France. The United 
States has, however, a large reserve of dollars, and 
these are still coined at their old standard of 
fineness. Consequently for some years the price of 
silver seemed likely to be limited in its fluctuations 
between the minimum of 48d. per ounce imposed by 
the American purchase law*, and 60(?. (gold) per 
ounce imposed by the melting point of the dollar. 
The Committee pointed out that if the rapee ex- 
change were to be stabilised at 2.?. in terms of gold, 
the melting point of the rupee would be approxi- 
mately 63^. per ounce ; and thijs Iherq would be 
j'. reason for believing that the rupee could be estab- 
.ilisKed as~a token coin at this rat<^ The currency 
'system would, in fact, be proof against any pro- 
bable rise of the price of silver. 

It might be argued, however, that although it was 
desirable on general grounds to fix a rate of ex- 
change as high as 2s. in order to put the Indian cur- 
rency system on a footing with the systems of 
Europe and America as regards protection agidnst 
a possible rise of the price of silver ; yet such a 
high level of exo^nge might be prejudicial to the 

*In ipite of tit6 appafliUj sound reasons abora stated the pi icc of 
«l?er, bas aliieadjr falwn mvSn beW the mmimum prescribed by the 
undeitekuig to pmshaae Aiknencan mmed or refined silver when the price 
fidls helcHr one aollir bnnoe. The prefent price {Vecemhet, 1021}, i$ 
nJmitSU. peronnoe. Friethiof SOTtr in Appe^^ If 
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economic welfare of India. Consequently the Ck^- 
raittee proceeded to consider this question They 
had before them the statistics showing the rise of 
prices which took place during the five years from 
191^ to 1919 — ^figures which will be found in a later 
chapter of this book.* They pointed out the very 
serious effects which the general rise of prices was 
having in India, and the great hardships caused to 
the millions of the poorer classes. The wages of 
manual labourers, which are practically at subsist- 
ence level, had been already to some extent re-ad- 
justed ; but the re-adjustmei!t of the remuneration 
of the clerical and other fixed salaried employees 
would necessarily be a slow and painful process. 
The relation between the price level in the country 
and the rate of exchange is such, that prices out- 
side the country multiplied by the rate of exchange 
will be equal to the prices within the country. Ob- 
viously, therefore, the high rate of exchange which 
j hud already been achieved in 1919 was tending to 
check a further rise of prices ; and if the exchange 
rate were to be lowered again, a further consider- 
able rise of prices in India must be expected. It 
was also pointed out that whilst a rising exdbauge 
stimulates the import trade and temporariiy dam- 
ages the export trade, the mamtenanee of exchange 
at a high level could not tend permanently to dam- 
age Indian trade or mdnstri{d development ia 
India. So long as exchange kepi stable at the 
high level, prices and the cost of production in 





AFTER THE WAR 


m 

India would adjust themselves to the new levol and 
trade would be as extensive and prosperous as 
before. The reasons for this will be found in the 
last chapter of this book. It was farther pointed 
out that the cost of remitting the Home Charges^ 
amounting to £25'millions, would be 37^ orores with 
exchange at Is. 4d. but only 25 crores if exchange 
were fixed at 2.9. On the other hand, there would 
be a loss involved in re-valuing the gold held in 
the Paper Currency Reserve and the sterling invest* 
ments held in London. ** If the whole of the reve* 
nue saved in respect of the Home Charges could be 
employed for the purpose of meeting this loss, it 
would be recouped in about three years. There- 
after a considerable .surplus revenue would re- 
main.”* This, however, was admittedly an argu- 
ment of no great weight in comparison with the 
broad question of the general level of prices and 
the prosperity of Indian industry and trade, which 
merited, and did receive, the fullest consideration. 

The Committee proceeded to consider whether 
the rupee should be fixed in relation to gold or to 
sterling, and decided in favour of the former. The 
late Mr. Lucas, financial Secretary of the India 
Office, strongly advocated this course in his evi- 
dence before the Committee. He was of opinion 
that the linking of the rupee with the depredated 
sterling currency would be unjust to India, because, 
if sterling depreciate^ further, prices in India must 
rise corresp ondingiy. The only alternative would 
* IbqpMty paMgiaph ^ page 21^ 
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be again to alter the exchange rate, thus ehtaiiSng 
all the evils of instability. In his opinion stab^ty 
of exchange was immediately attainable with all 
countries whose currency was still on a gold basis, 
namely, America, Holland, Japan and some of the 
British Colonies, at Is lOd. gold. The extent to 
which his anticipations have been realized in the 
following eighteen months will appear later. 

The Committee adopted these suggestions, which 
were supported by other witnesses, but on the 2s. 
basis. They recommended that a suitable relation 
should be established with gold and not with sterl- 
ing, and that the gold equivalent of the rupee 
should be sufficiently high to give assurance that the 
rupee in its present Aveiji^t and fineness would 
remain a token coin. With the exception of one 
meifiber, the Committee were unanimous in recom- 
mending that the rate for the establishment of this 
“ suitable relation ” between the rupee and gold 
should be Bs. 10 to one sovereign, or in other words, 
at the rate of Bo. 1 equivalent to 11.30016 grains 
of fine gold both for foreign exchange and internal 
circulation. 

The other reconunendations of the Committee, 
except as regards Paper Currency, are subsidiary 
to this decision fixing the rupee in relation to g<M 
at 29 . The steps w^hich they recommended for 
bringing the new rating of the rupee into ^mee 
iiave since mostly been executed, and tilie a^ttion 
takan will be described in the next 
thennore, they .reodnusiaaded fre^^T the import 
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and expottt of silyer and gold fronTall restriotipps at 
the <^liett ^te practicable. They also reoonnna^* 
ed retaining in a permanent form the increased 
fac^lties for the investment of their savings by 
small investors through the Post Office which had 
been established during the War. 

The recommendations of the Committee as re- 
gards the Paper Currency Reserve have already 
been explained in a previous chapter.* It will be 
remembered that the two principal changes pro- 
posed were both intended to give greater elasticity 
to the paper currency circulation ; and with this 
object they recommended that an indefinite amount 
of notes might be issued against securities, so long 
as the metallic reserve was maintained at a mini* 
mum equal to 40 per cent of the gross circulation ; 
and further that an experiment should be made in 
issuing notes against the security of bills of ex- 
change up to a limit of 5 crores. 

As regards the Gold Standard Resei’ve, their re- 
commendation was that the invested nortion should 
normally be held in sterling securities in London 
where funds arc required to meet Reverse Councils ; 
but a portion of the Reserv'e should be held in gold, 
of which a part, not exceeding ‘one-half, should bo 
hdd in India, precautions being taken to make it 
g^ilable to title public only for the purpose of ex- 
UQft; from India. 

separate report was made by Mr. D. M. Dalai, 
which contains several observations of interest. 
His prinetpal proposals were that the hitherto 
preimiling rate of Rs. 15 =:onc sovere ign should 

*C^pter XU ed B«8erve8 and Balances, pages 175-179. 
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remain unchanged, and that as long as tile price of 
silver in New York should be over 92 oehts (which 
corresponds with the bullion value of the rupee 
when exdiange is at Is. id.) Government riiould 
not mint silver rupees of the existing standard of 
fineness, but should issue only two-mpee silver coins 
of reduced fineness and eight-anna silver pieces of 
reduced fineness. The last proposal has been con- 
demned almost unanimously by public opinion, 
owing to the impracticability of having the two- 
rupee coin of reduced fineness in circulation along 
with rupees. The two-mpee coin would t§nd to fall 
to a discount — at times considerable — the extent of 
which would depend upon the availability of supplies 
of bar silver in the bazaar and its price. A still 
greater objection to Mr. Dalai’s proposals involving 
the return to the old exchange rate of Is. id. was 
that it would probably mean a further advance of 
prices in India.* 

In the next chapter we shall see what was ihe 
immediate action taken in connection with the pub- 
lication of the report, and what was its effect upon 
exchange ; and we shall see what further steps 
were taken during 1920 to put into force the recom- 
mendations of the Committee. The peculiar effects 
of the serious unfavourable balance of trade which 
developed during 1920 will be dealt with ; and it 
will be -seen that this unexpected economic situation 
unavoidably postponed the full realization of the 
Committee’s proposals. 

* Xlu low exchange of 19Z1 did in £aet maintatii -{Hriaee at 
a high levid in In^ whilst they w^ jaHiag ia the iwt 4^ tiie 




CHAPTER XV 

CURRENCY AND EXCHANGE IN 1920 

The Report of ^tho Exchange and Currency 
Committee was dated the 22nd day of December, 
1919. The Committee had been sitting through the 
summer and autumn of that year ; and whilst they 
were sitting the export trade from India continued 
brisk and there was a strong demand for Councils, 
which only weakened somewhat towards the end 
of the year,(||^|^ty perhaps as the result of the 
Buccessi^m ''"l^iiteaseB of the rate of exchange 
prompted by the rise of the price of s>'ver. 

In January, 1920, a definite change in the balance 
of trade became evident ; the demand for Councils 
fell to a low level and exchan^^ weakened — ^that is 
to say fell below 25. 4d. There was a demand for 
Reverse Councils and these consequently were 
offered. Reverse telegraphic transfers were sold 
in January at 25. 3||d. to the amount of £5,394,000. 

On February 2nd, 1920, the Report of the Com- 
mittee on Indian Exchange and Currency was pub- 
lished in Hidia and simultaneously there was issued 
h series of important notifications, which were 
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first steps towards realising the recommendations 
of the Committee. The first notificatioif was (1') 
that the acquisition rate for gold imported under 
license into India, which had hitherto been subject 
to variation as notified from time to time, would in 
future be fixed, and the rate of acquisition' would 
be Bs. 10 for one sovereign or one rupee for 
11.30016 grains of fine gold. Four other important 
notifications were : (2) That Council drafts and 

telegraphic transfers would be offered for sale 
weekly by competitive tender With no fixed minimum 
rate ; and that in future Eeverse drafts and tele- 
graphic transfers would be offered in India, when 
occasion so required, ai a rate based on the sterling 
equivalent of the price of 11.30016 grains of fine 
gold as measured by the prevailing sterling-doUar 
exchange, less a redaction repreecQ^y^ the cost of 
remitting gold ; (3) that the uiideTlBdcittg to issue 
Rs. 15 for every sovereign and Bs. 7i for every 
half-sovereign tendered at a Reserve Treasury or 
Mint was cancelled ; (4) that the prohibition of the 
import of silver (but not export) was withdrawn, 
and the import duty of 4 aimas per ounce was 
abolished ; (5) that the notifications prohibiting 
the molting of gold and silver coin and dealing 
therein at a premium were cancelled. 

The effect of the second of the above notifications^ 
that relating to the sale of Coundls and Reverse 
transfers, may not fdear at firist 
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sight as it is expressed in technical language. 
Bearing in mind the depreciation of sterling money 
relatively to gold in England, it will be seen that 
it was intended that exchange should be regulated 
on the basis that Rs. 10 would buy one sovereign, 
and vice versa. It was assumed that the price of 
gold in London would be regulated by the American 
cross-rate*, which is approximately true. In 
London the price of Councils would be raised by 
competitive bidding to the figure at which it became 
profitable to ship gold to India instead of buying 
Councils. The price of a sovereign in London is 
given approximately by the following formula : — 

American cross-rate 

In February, 1020, the cross-rate fell to $.3.35 
making the price of one sovereign in England 
about 295. The cost in London of one rupi'e in 
India would therefore be ?§«. plus the cost of 
transport of gold from London to India, say, ^d. 
per rupee. In other words with the American 
cross-rate at $3.35, Councils would sell at a trifle 
over 2s. lid. The rate for Reverse Councils was to 
be found by the same calculation, but deducting the 
cost of carriage, which would give 2s. 10|d. The 
highest figfure at which reverse telegraphic trans- 
fers were actually sold in February was 2s. 

The rate of Reverse Coundls was tlicoretically 


*See page 217, footnote, 
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intended to represent the effect of taking one 
sovereign, which under the new system theoretical]^ 
represented Bs. 10 in India, from Bombay to 
London and selling it there for sterling money in 
the open market. From the price of the sovereign 
realised in London would only be deducted the cost 
of transporting it thither ; and dividing this price 
by 10 we have the theoretical outward gold point 
which was the rate fixed for the sale of Reverse 
Councils. 

On the date of publication of the Report the 
American cross-rate was cabled at $3.65. Cal- 
culation immediately showed that the rate of 
exchange must rise considerably under the nev| 
system if the American cross-rate remained at its 
present figure. Consequently there was a wild rush 
of Indian exporters to sell their bills to the 
Exchange Banks before the rise should actually 
take place. This competition to obtain payment for 
exports at the lowest, and thus the most favourable, 
exchange rate, served very quickly to force up the 
rate of exchange, so that in three days it had 
to 25. S^d. It so happened that a few days later a 
most unexpected fall of the New York cross-rate 
took place ; consequently the rate for the sale of 
Reverse Councils had to be correspondingly raised. 

unprecedented crisis in exchange developed. 
Bewildered exporters discounted their ..bills at 
hif^er snd higher pnees t{ie market znt^ 
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oxehaQge reached 2s, 10|d. on February 11th. 

Th^re^^' ®: reaction very quickly set in. The 
rush of e3cporters realising their bills came to an 
end and a new rush of remittances to England 
arose for the purpose of taking advantage of the 
unusually high *rate of exchange. Commercial 
firms and private persons having free capital in 
India or intending to remit at any time in the near 
future took this opportunity of sending their money. 
A boom in company flotation had l^een in progress 
in India for some months and many of these com- 
panies being of an industrial character required 
plant from England, and thej' remitted the cost in 
advance. Besides, it was anticipated by many 
that exchange could not remain very long at this 
.high level, so that undoubtedly a great deal of 
speculative remittance took place, people sending 
money to London which they hoped to get back 
again later at a profit to themselves when exchange 
should have fallen. In two or three weeks there- 
fore a marked divergence became observable 
between the market rate of exchange and the rate 
at which Reverse Councils werp being sold. The 
market rate continued to fall ; but the rate of 
Inverse Councils, governed by tlic American cross- 
raie, remained high for a time. 

The above-mentioned sagging of the market rate 
of exchange to a fignire much below the rate for 
Reverse Councils, could not, however, have taken 
ph^ merely as a result of the temporary stimulus 
to r^ttauoe India to London just mentioned. 

Sit 
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There was a fundamental cause tending to a weak 
exchange, namely, an adverse balance* of trade 
which month by month was growing greater. It 
is instructive to study the monthly figures of the 
total value of imports and exports of meitfiiandise 
given in the following table : — 

Foreign Trade, 1919-1921. 


— 


Expoii. 

Impoii. 

EaoesB 

of 

Exports. 

Exoesa 

of 

Imports. 

Ootobm* 1919 

• « e 

Rb. lakbfl. 
29,28 

Rfi. lakhs. 
16,53 

Bt. Ukhfl. 

12,75 

Bi. UklM. 

KoYembeT 

••• 

30,66 

17,65 

13.01 


December 

• • • 

26.92 

17,51 

9.40 


January 1920 

••• 

31,03 

•^6.08 

5,95 

t** 

February 

• 4* 

27,29 

19,66 

7,73 

• •• 

H»reh 


81,67 

28,86 

7,71 

• •• 

April 

May 

• •• 


21,68 

6,76 

# e • 

• •• 


23,78 

3.89 

.. 

June 

• «t 

23,19 { 

26,02 

• •• 

2,88 

July 

• •• 

20,31 

28,20 


7,92 

Augntt 

• ta 

20,60 

30,90 

• #l 

10,80 

September 

• •• 

21,81 

28,99 

81,81 

eve 

7,18 

October 

• •• 


• •• 

10,85 

November 

• •• 

18.86 

31,63 


12.77 

December 

• •• 


31,63 

... 

11,53 

January 1921 

••• 

18,61 

31,26 

ear 

22,65 

February 

• •• 

17,63 


eae 

7.81 

March 

• •• 

18,18 

24,26 


6.<»8 

■ 

• •• 


25,87 

• 00 

122 

... 

19,43 

2^74 

«•% 

1,81 

June 

« 


16.60 

19,46 

aee 

2^ 

July 

«■ V 

17,29 

17,72 

»ae 

2i48 

Angtwt 

• at 

19.60 

20,80 

•• 

1^0 

Sq»t»BB>ber 


20/10 

19,71 

29 

*•4 

Oetolwr 

• e» 

18»20 

28.48 

• « 9 

5 , 2 a 

Koremlwr 

••e 

19,92 

26,40 

• ee 



etc 

21,79 

23,17 


, 1,48 
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Average Foreign Trade for Three gewe — October 
* 1910 tolSeptember 1913 . 


X ■, 

Exports. 

ImporlB. 

Excees 

of 

Exports. 

Excess 

of 

Imports. 



Rs. lakhs. 

Rs. lakhs. 

Rs. Iskbs. 

Be. laklii. 

October 

... 

]»819 

1,393 

420 

at. 

November 

••• 

1,829 

1,366 

463 

a.. 

December 


1,640 

1,124 

510 

• •• 

January 

•• 

2,072 

1,436 

630 

a.« 

February 

act 

2,202 

1,133 

1,069 

••• 

March 

••• 

.2,242 

i, 2 eo 

982 


April 

••• 

2,109 

1,315 

794 

• a. 

May 

••• 

2,079 

1,248 

836 

•t* 

June 


1,849 

1,066 

783 

•t* 

July 

• a • 

1,988 

1,192 

796 

• St 

August 

1 f« 

1,682 

1,337 

345 

at. 

September 

• a. 

1,816 

1,379 

467 

a a. 


The figures are compared with the average monthly 
value of exports and imports in the three complete 
years preceding the War. The purpose of this 
comparison is to show the extent of the normal 
excess of the value of exports over imxK>rts, which 
is characteristic of India’s foreign trade. As is 
well-known, this excess of ei^rts is connter- 
halaseed in the balance of indebtedness by the com- 
Ihemal remittanc^ir of interest and profits, b;|r the 
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Home Charges of Government, by payments for 
shipping freights and insurance, and By remit-r 
tances of English residents in India and to Indians 
residing in London. It will be understood there> 
fore that when in the first half of 1920 the value 
of the imports increased, whilst the eJtpOrtS 
remained stationary, so that the imports became 
actually greater in value than the exports, there, 
was, in the total balance of mdebtedness, a consider- 
able balance due outward.* The inevitable result 
of this was a heavy fall in exchange. Excepting 
when under special control, as in war time, exchange 
banks are bound to fix the rate of exchange in 
accordance with the conditions of supply and 
demand. When there is a heavy balance of 
indebtedness outwar<l they must induce some 
remitters to cease making remittances by lowering 
the rate of exchange ; and they must also tempt 
some exporters to make sales at lower prices and 
get more business, and thus discount more bills, 
by the same action, namely lowering the rate of 
exchange. If they did not thus automatically 
reduce the demand for remittance from India, they 
would have great suras of money piling up in their 

•III comparing: the figures of the above tables it slKwld be 
rcmembei'cd that we are now on a much hi^bov priee levd 
than betbi'c the war and that tlte xeniittaii^ of all kinds wbi^ 
uoma% bidouee the excess of exports have expanded eonei- 
poadaigly since 1013. Conseqnaafiy ftom Janaaagt 'i^^ 
warda the excess of exports was bdew ttb paMat 

‘•imnnaL'* * ' : 
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Indian offices i^nd be rmmhiff short of cash for 
paying otft their remittances in Londbn. 

On the otjior hand, when the economic conditions 
change and the trade balance becomes favourable 
to India, the exchange banks experience difficulty 
in the opposite way. The demand for discounting 
bills in India uses up their resources hero too fast ; 
and the payment of those bills in London adds 
unduly to their cash* balances there. When those 
latter conditions prevail, therefore, they have to 
purchase Council bills or gold for shipment. 

But throughout the summer of 1920 the balance 
of indebtedness was strongly against India. The 
cifcct upon exchange was most marked in the 
months of June and October-November. On the 1st 
of Juno exchange stood at 2.9. l\d. By the llth 
it had fallen to 2.9. Od ; on the 15th it touched 
Is. lOd, — ^then remained stationary for ten days : 
and then rapidly dropped to Is. 8]tl. It remained 
at about this figure until the early part of July 
when a gradual recovery to Is. lOd. took place ; 
and it fluctuated about this figure for the remainder 
of the summer. 

1^8 serious weakness of exchange seemed to be 
aMiOst unaffected by the selling of Eeverse Councils. 
33ie sales during the early mouths of the year were 
* as follows ; — 

January . . .. . £5,394,000 

. f^shruary .... £11,000,000 
March .* ■; , . £9,988,000 

1 >. .. £7,000,000 
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From the 29th April.the amotmt of Beverse OotmoUs 
offered weekly was reduced to £l-inilMoii ; and 
this amount continued to bo offered weekly through- 
out the summer. Considerable speculation arose 
owing to the wide margin which prevailed between 
the official rate at which Beverse Coimcils were 
sold and the market rate of exchange. As allot- 
monts were made pro rata according to the amount 
of each application enormous total sums were 
applied for each week, as, for example, £122,000,000 
on 10th June. The only limit was that no applica- 
tion might be made for more than the total amount 
offered, and many banks and firms regularly 
applied for the whole £1,000,000 each week. A 
few applicants were unable to take up their allot- 
ments. As it became necessary to (ffieck purely 
speculative applications, persons were required to 
deposit with their applications a sum equal to half 
of the sum applied for. 

The adverse balance of trade was so heavy that 
the offer of £l-milliou weekly of Reverse Councils 
was quite insufficient to lift the market rate of 
exchange up to the rate at which Reverse Councils 
were being sold. When exchange fell to Is. Sd. in 
June, it became obvious that there was no longmr 
any ground for continuing the sale of Reverse 
Councils at a price based upon the recommendation 
of the Indian FiXchange and Currmicy Committee. 
This extraordinarily severe adverse balance of 
trade may be said to be entirely unprecedented in 
j^e hutory of India. Perlmps nearest 
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to it "was duTing the famine years of the nineties. 
It shows the enormous difficulty of forecasting the 
course of economic events that this Committee of 
experts, which drew up its Report only six months 
previously, failed to anticipate any such severe 
reversal of the trade balance in the near future. 
They did, it is true, say that their recommendations 
might need reconsideration in the event of any 
heavy fall of world prices ;* but this heavy adverse 
balance came before any general fall of world 
prices. It was duo mainly to the enormous growth 
of imports for making up the depleted stocks of all 
kinds which had run short during the war and for 
plant, machinery, material, etc., required for all 
kinds of industrial expansion, and to the fact that 
the demand for and prices of raw materials for 
export had fallen off early in the year owing to the 
American and European markets being glutted by 
the previous year’s heavy purchases from India. 

Events having proved that it wais impossible 
to maintain the market rate of exchange anywhere 
near the theoretical outward gold point calculated 
on the basis of the American cress-rate as indicated 
above (page 261), the rate for Reverse CounoilB 
was based from 14th of June onwards on the per- 
ihanent gold value of the rupee and fixed at 
Is. ll-H rf., this being the rate at which it was intended 
that Reverse Councils should ordinarily be sold when 
the new i^stem is in full working order and sterling 
money again on a gold basis. 


* Deport, psrapcftph 51, pags 23. 
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The weekly sales of Reverse CSotmcils were nuh 
pended entirely at the end of Septen^r, and 
exchange immediately fell from the level of between 
lOd. and Is. lOJd. at which it ha<l been fluctuating 
to Is. l\d. and even to Is. 5d. in December. This 
caused serious financial difficulties for many 
importers whose bills for large consignments, 
ordered when exchange stood at over 2s. had now 
to be paid at Is. 5«?. The further fall to Is. 4d. 
early in 1021 accentuated these difficultica 
Golp Sales. 

In the early summer of 1920, a heated agitation 
was raised in Bombay against the sale of Reverse 
Councils and the fortnightly sales of gold which 
were held by Government. It will be instructive 
to examine the reasons for Government undertaking 
the import of gold on its own account and selling 
it by public tender in India, and what was the 
economic effect of this, and its influence on the 
exchange rate. Owing to the restrictions placed on 
the export of gold by the belligerent countries the 
amount of gold imported into India during the 
war period was greatly reduced, so that the 
price of the sovereign rose from Rs. 15 to Rs. 19 
and even to Rs. 21 for a short time. The profit 
on the importation of gold, if it had been possiUe 
for private traders, would have been enormous. 
However, so far back as June, 1917, an orifinmieh 
had been issued requiring all gold inqmrted 
India to be sold to Government at a price whifl& 
based on the eachaage value of the rupee m ste^f. 
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ftnd tbok no account of the appreciation of gold 
in Indite The acquisition rate was fixed from 
time to time at a point which made it just profit- 
able to import gold into India after paying the 
cost of transportation. In 1919 the United States 
permitted the free export of gold ; and soon after 
a free market was permitted by the British Govern- 
ment in South African and Australian gold. The 
Government of India took advantage of this to make 
considerable purchases of gold in America, London 
and Australia, and by the end of November, 1919, 
about 2,485,000 fine ounces had been purchased. In 
the meantime Government had commenced, early 
in September, 1919, its series of fortnightly sales 
of gold in India. The following table shows llio 
quantities offenMl for sale on each date for which 
tenders were accepted, and the average prices 
realised. The bazaar price of gold in Bombay is 
given for comparison : — 


Hales of Gold. 


Date of Sale. 

Quantitiea for 
which tendere 
, wore accepted 
(ia tolan). 

Average price 
» of accepted 
toudore. 

Price of bar 
gold in Boio- 
bay bazaar. 

1919. 

; 

liS. AS. 

Bs. AS. 

3rd September 

329,130 

26 12 

20 10 

ITtjh September 

396,640 

24 10 

26 1 

October 

... 320,000 

25 10 

27 0 

20th October 

... 334,000 

27 0 

28 0 

3rd Norember 

, 326,000 : 

27 16 

28 5 

l?th November 

... . 518,600 

27 11 

28 2 

8th December 

... : 1,000,650 , 

: 26 4 

27 10 
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Da4;e of Solo. 

Quantities for 
which tenders 
wore accepted 
(In tolas). 

Averajir® price 
of accepted 
tenders. 

Price of bar 
^|M>ld in Bom* 
basaar. 

1920. 



Bb. 4S. 

Bb. ab. 

6th January 

• ft 

768^ 

26 8 

27 « 

19th January 

• •• 

SOOflOO 

26 15 

27 6 

Bth February 

•••« 

766.450 

26 10 

25 6 

19th February 


960,690 

21 9 

23 4 

9rd March 

• • ft 

1,296,125 

18 12 

21 7 

17th March 

4 ft ft 

1,263,325 

21 8 

22 13 

7th April .«• 

• ft ft 

1,264,400 

22 9 

24 0 

21 at April 

««« 

1,223,676 

23 8 

24 4 

Bth May ... 


1,266,850 

21 3 

21 8 

19th May ... 

Oft • 

1,251,050 

21 2 

1 12 

9th Juno ••• 


1,295,360 

21 10 

22 2 

23Td June ... 

e • ft 

1,260,250 

21 0 

21 8 

7tli July ... 


1.348,500 

21 2 

21 6 

21st July ... 

• •• 

1,295,500 

22 1 

22 5 

4th Auf^ust 

• ft 1 

1,316,960 

22 6 

22 7 

19th August 

004 

1,266,600 

23 10 

23 7 

Ifit Septemher 


1,274,200 

22 11 

23 1 

14th September 

• ft. 1 

! 

1,252,500 

23 13 

23 8 


It will be seen that the amount offered was 


greatly increased, until after the 3rd of March, 
1920, it usually exceeded 1,250,000 tolas. The 
increase of available supplies was partly due to 
the action, taken in September, 1919, of fixing the 
acquisition rate for gold brought into India so as 
to include the j)rcmium on gold over sterling as 
measured by the New York cross-rate. This 
re-established an effective inward gold point, and 
facilitated the import of gold to India as a means 
for the pajTnent for the excess of exports alterna- 
tive to the imrehase of Council drafts. 

It is instructive to observe the variation of the 
price realised for -gold at successive saloi as set 
put in the above table. The highest price ITM 
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realised not at the first sale, as might have been 
expected,* but early in November. Daring the 
early months of 1920 there was a rapid fall of price. 
It is believed, however, that the very low figure, 
Bs. 18-12-4 per tola on the third of March was due 
to the breakdown of a ring of bullion merchants 
in Bombay who had hitherto by concerted action 
tendered at high rates, their object being 
apparently to save themselves from the heavy loss 
which would have revSulted from a serious fall of 
the price of gold in the open market. Consider- 
able profits were made by those who purchased gold 
in Bombay and arranged to semi it up-country for 
retail sale amongst the mill-hands and richer 
cultivators, who eagerly seized the opi)ortunity of 
buying gold now that it had become cheap. 

It might have been thought that the continuance 
of these sales of gold, putting such a large quantity 
of gold into the market, would haw led to a con- 
tinuous decline of the price of gold m India. Un- 
doubtedly it would have done so had the economic 
situation been normal. liememboriag, however, 
that India was experiencing* a heavy adverse 
balance of trade, we need not be surprised that the 
price of gold became kitiraately linked with the 
rate of sterling exchange. The rate of exchange 
fell in fact to the outward gold point which was 
determined by the price of gold in India, and 
■imilarly the minimum price of gold was largely 
^tenoined by the rate of exchange. The two Mtgd 
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and rc-actcd upon one another ; because if 
exchange fell below a certain point corresponding 
with a certain prevailing price of gold it became 
cheaper to remit money from India to London and 
elsewhere by purchasing gold in Bombay and 
shipping it than by purchasing exchange in the 
usual market. According to the trade statistics 
nearly 213,000 ounces of gold were exported from 
India during the four mouths from July to October, 
1020 ; and thereafter exports greatly increased. 

Those who delight in calculations may easily 
satisfy themselves that it was profitable to export 
gold in June, 1020, rather than to purchase exchange. 
On the 29th of June the price of gold in Bombay 
as quoted in the newspapers was lis. 22 per tola, 
whilst the i)ricc of gold in London was 1046’. The 
Bombay quotation is for fine gold, and the tola 
weighs 180 grains. The British quotation is for 
the troy ounce of 480 grains eleven-twelfths fine, 
oo that it contains 440 grauis of fine gold. We may 
reckon the cost of shipping each ounce of gold and 
selling it in Loudon at 10 annas. Hence the cost 
of an ounce troy of gold disposed of in London 
v as : — 

lU a X + 0-C2 = 04- k 
The number of sliillings which could be purchased 
by each rupee was, tlicrcfore, 10-1 -s- 5 11 = 1*918, 
which is very nearly U*. lid. At the same time 
the banks’ selling rate for demand drafts, which 
arc sent by post and arc payable at sight in London 
was 1 «. 8 }. and it is obvious that it was much 
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cheaper to ship gold. This explains both the rise 
of the price of gold in India and the rise of exchange 
which took place a few days later. 

Daring the sununer of 1920 we had, therefore, 
the peculiar phenomenon of gold being both 
iini)orted and exported at the same time. The effect 
of the import of gold by Government and its sale 
in India was obviously the same as if Government 
were selling more Reverse Councils ; and tended 
sliglitly to raise the exchange rate. Government 
was, of course, using funds already accumulated in 
Loudon to purchase the gold. If it had had to sell 
Councils in London so a.s to provide funds for pur- 
chasing the gold, this wo.uld have tended to depress 
exchange and to lu'utralize the tendency of selling 
gold in Bombay to raise exchange. 

It might be inferred a priori from the above 
mentioned facts that there would be a close con- 
nection between the price of gold in .'.'erling money 
an<l the price of gold in rupees ; in other words 
that the appreciation of gold relatively to sterling 

money and to rupees would bo the same. It is 

« 

interesting to find that calculation shows that this 
was very nearly the case. Ft is usual to speak of 
the depreciation of sterling relatively to gold ; but 
as we cannot very well speak of the depreciation 
of rupees, since gold has not been worth Rs. 10 to 
the sovereign in modern times, it is better to 
calculate the “ appreciation ” in each case. On 
May the Slst, for example, the price of gold in 
London was 106a. 3d. per ounce, and the price of 
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English bar gold in Bombay was Bs. 22-12 per tola. 
The mint price of gold in England is 77JS75s.; and 
the mint price of gold in India on the new basis of 
Rs. 10 equal to a sovereign is Rs. 15-14-10 or 
Rs. 15.927. From those we calculate that the ap- 
preciation of gold relatively to sterling on that date 
was 36.4 per cent, and of gold in India relatively 
to rupees was 42,8 i)er cent. At the middle of 
July the respective percentages were 36.8 per cent 
in England and 40.5 per cent in India ; and on 
August 26th, the respective percentages were 
47.6 per cent in England and 44.5 per cent in India. 
The furthor appreciation of gold which had taken 
place by this time in England is accounted for by 
the rapid fall which had taken place in the London- 
New York exchange, and the further fall which was 
anticipated, the price being somewhat above the 
parity of that exchange. 

It may seem surprising at first sight, after con- 
sidering the high level of the i'ui)ee in sterling 
exchange Avhich prevailed during the cold weather 
of 1919-20, to learn that by the summer of 1920 
the rupee had become worth less in gold than it 
used to bo in the old days before the War when 
the exchange remained fixed at Is. 4d. Yet a 
simple calculation shows that this was the case. 
At the end of February, 1920, the market rate of 
exchange stood 25. 7id. and the price of gold in 
Iiondon at 1225. id. ; consequently the rupee' was 
worth in English gold Is. 7|d. Taking any date in 
summer at rmidom, wg find ^t on August 
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26th tho price of gold in London was 115^. and the 
rate of exOhauge Is. 10|d. which gives tho gold value 
of the rupee in London as only Ls. 2|<i. Later 
on in the year it became still less, and in 1921 foil 
below Is. 

Another point of interest is that with tho rise 
of the price of silver in the summer of 1920 the 
Indian currency was again for practical purposes 
on tho double standard. The price of bar silver 
in London on August 26th was 63} rf. per ounce. 
Calculation shows that at this price, allowing 3 per 
cent as the o/»st of shipment and insurance from 
Bombay to London, it would he profitable to export 
rupees when exchange was below Is. lOjd. In fact, 
howov(vr, exchange stood on that date at Is. 101,^/. 
Consequently it was undoubtedly profitable to 
export rupees as silver bullion ; and a certain 
amount was exported. 

CUBUENCY nEOTSIiA.TION 

Whilst the economic conditions were dictating tho 
fiuctuations of exchange and the exports of specie 
above described. Government was taking the 
necessary legislative measures do bring into effect 
the new and permanent system of currency recom- 
mended by the Committee of 1919. On the 21st of 
June, 1920, tho issue of an ordinance was notified 
which demonetised the sovereign and half-sovereign. 
From that date they ceased to be legal tender 
throughout the Indian Empire ; but the Government 
notified that for a period of 21 days sovereigns and 
Jialf-soyereigns tendered at the office of any oirelo 
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of issue would bo redeemed in currency notes at th^ 
rate of Rs. 15 for one sovereign. The total number 
of sovereigns redeemed during this sl^ort period 
amounted to about £21-millions. It was further 
notified that sovereigns held in the Paper Currency 
Reserve would continue for the present to be valued 
at Rs. 15. 

At the same time, as mentioned above, Govern- 
ment also announced the abandonment of the sale of 
Reverse Councils at the rate governed by the 
London-New York exchange and fixed the rate at 
Is. 11 for immediate telegraphic transfers as 
“ being the rate which will ultimately hold •when 
sterling once more returns to parity with gold.” 

A further important step taken on the 21st June 
was the removal of restrictions on the import of 
gold bullion and foreign gold coin ^ but naturally 
the restrictions on the import of British gold coin 
had to be continued until the end of the period of 
redemption. The amount of sovereigns presented 
for encashment was large because the holders 
naturally anticipated a rapid fall of value when 
the period of redemption expired. Furthermore, 
it is believed that there was considerable illicit 
importation of sovereigns which were smuggled 
chiefly into Madras, Burma and Aden. 

•The period of redemption terminated on the 12th 
of August, and the price of sovereigns fell to about 
Rs. 14-12-0. However, as the price of gold rose a 
few weeks later m sympathy with the rise of the 
price of gold in England, due to the fall of tbo 
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American cross-rate and on account of the fall of 
sterling exchange, sovereigns, although passing 
merely as bullion, became again worth distinctly 
more than Bs. 15. 

The next legal step taken towards establishing 
the new currency system was in the September 
session of the Imperial Legislative Council when 
the Hon’ble Mr. W. M. Hailey, Finance Member, 
brought in a Bill to alter the Indian Coinage Act 
of 1906 so as to malte sovereig^ns tmd half-sovereigns 
legal tender in India for Bs. 10 and Bs. 5 res- 
pectively, and this was ])assed at a later meeting 
in the same month. 

The changes which took place in tbe ii'aper 
Currency and its Beserve during 1920 are worthy 
of attention. The general economic position and 
the change of status of the currency all had their 
influence upon it, whilst the composition of the 
Beserve was affected by the legislative measures. 
During the later months of 1919 the P«»per Currency 
circulation continued expanding. At the end of 
August of 1919 the gross circulation was about 170 
croi’es ; by the middle of December it had risen to 
181 crores ; at the close of the year it was very 
nearly 183 crores and by the middle of January had 
risen to over 188 crores. From that date there 
began a gradual contraction of the circulation, which 
by the end of February had fallen to 183 crores. By 
the end of March it had fallen to 174 crores ; and we 
notice for the first time in the return of this date a 
decrease in the amount of securities held in England. 

az 
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These were valued at 82^ crores in the later months 
of 1919, and this figure remained until the later part 
of Mardi. It will be remembered that the sales of 
Reverse Councils were commenced in January, 1920. 
They were met at first from the Treasury balances 
held by the Secretary of State ; but after these 
funds were considerably reduced, the sales of 
further Reverse Councils were met by realising the 
securities of the Paper Currency Reserve held in 
London. The currency notes tendered by the public 
in India for the purchase of Reverse Councils wore 
made use of to reduce the circulation — ^that is, they 
were withdrawn from circulation and cancelled. 
Thus, the circulation and the Reserve in London were 
reduced by corresponding amounts at each sale of 
Reverse Councils from the middle of March onwards. 
This process of contracting the circulation in India 
was not viewed with favour by the commerical com- 
munity ; because deflation of the currency is always 
a very uncomfortable process. The actual reduc- 
tion of the paper rupees in circulation means that 
money becomes tight — ^in the money markets of 
Bombay and Calcutta it becomes difiicttlt to get 
money on loan, and higher rates of interest have 
to be paid. Merchants cannot hold up their stocks 
of commodities for future sales ; and as stocks are 
thus brought into the market prices decline. This 
reduces the value of goods, such as cotton, jute, 
and piece-goods, which are pledged to bankers as 
security for loans, and the owners must find the 
necessary mar^ or have the goods sold. If the 
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circulation is reduced too fast , and prices are 
brought doaim too quickly, it is quite likely that 
many merchants may be placed in serious finan cial 
difficulties and some may go bankrupt. If they had 
heavy commitments to banks, this might even 
involve the banks in difficulty and create a com- 
mercial crisis. Hence, it is evident that great 
caution has to be exercised in contracting the cir- 
culation, however desirable an object that may be. 

Throughout the summer the reduction of the cir- 
culation continued. At the end of May it was 167 
croros ; at the end of June 164 crores and at the 
end of September 158 crores. At the same time the 
holdings of British securities in the Reserve Tiad 
been reduced to 17 crores. Here we must note, 
however, that there was not a reduction of the cir- 
culation to correspond with the whole of this 
reduction of the holding of the British securities. 
Reverse Councils sold throughout the summer were 
paid in London from the sterling securities of the 
Reserve ; but not all the rupees paid for them in 
India were used to reduce the circulation, because 
this would have meant too great a contraction. 
By Act No. XXI of 1920 Government had taken 
power to hold the Reserve up to a total of 120 
crores in securities, either in England or in India. 
This permitted the' using of some of the receipts 
from the sales of Reverse Councils to increase the 
fiduciary portion of the Reserve held in India. At 
the beginning of 1920 the securities held in India 
were 17 crores ) b^ the end of September the^ 1^4 
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increased to 47 crores. At the same time, the 
metallic portion of the Reserve, both ^old and 
silver, was also increasing, having risen from 83 
crores on January 1st to 94 crores on September 
30th. 

The important Paper Currency Act of 1920* 
made many amendments of the Paper Currency 
Act of 1910. The earlier sections make some 
administrative changes in the Currency Depart- 
ment ; but the principal provisions are with regard 
to the Reserve. These have been already dealt 
with in a previou.s chapterf; and it is only necessary 
here to remind the reader that the transitory 
provisions reducing the securities portion of the 
Paper Currency Reserve to 85 crores and the 
revaluation of the gold and sterling securities at 
Rs. 30 to the sovereign came into effect on Ist 
October, 1920. The permanent constitution of the 
Reserve cannot ])e given effect to at present. 

A few words must be said as to the course of 
exchange during the last three months of the year. 
The sale of Reverse Councils was discontinued at 
the end of September, and Governmv''nt announced 
that it was not their intention to resume such sales 
for the present. All support was withdrawn, there- 
fore, from exchange, which was left to the tender 
mercies of supply and demand. Government with- 
drew altogether from the market ; if they could not 

•Aet No. XLV. 
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BQstain exchan.?e by spllhio: Reverse Councils they 
could at le^st avoid depressing it by selling Councils 
in Loudon to provide funds for tlio Secretary of 
State’s requirements, for he had still the whole 
of the Gold Standard Reserve of over £37,000,000 
to draw upon if need be. 

The effect of the cessation of sales of Reverse 
Councils was an immediate drop of exchange from 
about Is. lOd. to nearly Is. 8d. Thereafter there 
was a continuous downward tendency with only 
slight intervals of recovery. In November the 
average figure was about Is. 7d.; and early in 
December exchange slumped badly to Is. 4 id., and 
varied between this figure and Is. 5d. to the (aid of 
year. In January, 1921, exchange fell to about 
Is. 4d. and a few weeks later to Is. 3.1 d. ; and it 
remained fluctuating between Is. 3d. and Is. -id. 
throughout the summer of 1921. In October thei’e 
was a recovery to over Is. fid. which lasted some 
weeks ; but, with the collapse of the (German mark, 
exchange sank again below Is. 4d. 

Imports were particularly heavy in October to 
January, 1920-21, whilst the ej^iort trade showed 
no life, so that the balance of trade turned more 
strongly against India. It has to be noted, how- 
ever, that exchange was in a very sensitive condition 
during the winter months of 1920-21, so that 
a comparatively small increase of payments duo 
outwards or inwards produced respectively quite 
an appreciable fall or rise of the exchange rate. 
Pnring all this period exchange was fluctuating 
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at, or a little above, the minimnm xietennined by 
the combined effect of the price of gold^ and alter- 
natively of silver, in India and in England. 

It is interesting in considering the theory of 
exchange to observe that during this period the 
exchange rate was subject to npw^ard and downward 
limits, each determined by the relative price of gold 
in India and England (with silver as an alterna- 
tive). The upper limit was determined by the cost 
of buying gold in England and importing and selling 
it in India, and exchange would have risen gradually 
to the level so determined (about 2s. 6d*) if thei 
balance of trade had turned in favour of India. 
The lower limit was determined by the financial 
results of buying gold in India and exporting it ; 
and this loAver limit has been actually more or less 
in operation since the later months of 1920 because 
the balance of trade was against India. Theoreti- 
cally the rate of oxehaiigo might have swung between 
wide limits of, say, Is. 3d. and 2.9. 6d. or even more. 
These limits were from time to time detennined by 
the depreciation of sterling in England relatively 
to gold, and thus indirectly by the dollar-sterling 
exchange. As the latter comes back to normal 90 
will the limits bctw’een which the mpee exchange oan 
swing approach one another. 

is tlie theoretical upper limit corresponding with the 
sovmigu assumed to be worth Rs. 10 in India whidi is its 
ininiinum price. In practice it would take a very conedderable 
influx of gold into India extending over many months to bring 
the market jprice down to Bs* 10, and raise cxchai^e to 2e. 
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Lessons oe 1920. 

The priacipal lesson to be leamt from the 
exchange phenomena of 1920 is the very great 
influence which the balance of trade has upon tlie 
stability of the Indimi system of currency and 
exchange. This lesson is one of the greatest 
importance when it is considered that India is 
peculiarly liable to sudden and violent oscillations 
of the balance of trade on account of the vagaries 
of the monsoon, and the somewhat speerdative 
dealings of her import merchants, which arc 
perhaps, to some extent, a result of the former 
cause. If there were in India a largo quantity of 
gold in circulation, or if the Gold Standard Reserve 
held in London were twice its present size, any fall 
of exchange below parity would be an unlikely 
contingency. These conditions may be reached in 
the course of a few years or may be realised only 
after many years ; but the process of getting the 
Indian currency fairly settled on its jscw basis is 
full of diflicultics. The economic situation will be 
best understood by expressing it as a depreciation 
of the rupee currency due to overdssuc, in the sense 
that now that the troubles of war finance are over, 
there are more rupees in circulation than the 
coimtry needs. This has raised prices in exactly 
the same way as the over-issue of paper money 
raises prices ; and the high pricedevol still prevail- 
ing in India is a considerable factor in the adverse 
balance of trade and weak exchange in 1921 and 1922. 
This point of view also makes clear the presoit 
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relation of the rupee to gold. Viewed as a token . 
coin, as the silver rupee now legally is,* we may be 
said to be suffering from an over-issue of token coins. 
The rupee is now legally 11.3 grains of fine gold ; 
but is represented for circulation purposes both by 
silver rupees and paper money. That amount of 
gold is now worth a good deal more than one rupee ; 
but when the price of gold has been reduced from 
Ks. 28 per tola to Rs. 15-14-10 per tola, the sovereign 
will coxuc into circulation at the legal rate of Bs. 10. 
The only possible means of bringing down the price 
of gold is to contract the rupee circulation relatively 
to the amount of work it has to do — ^that is the 
total volume of jmrehases and sales throughout 
India ; and a eonsiderablc contraction is necessary. 
The actual withdrawal and melting up of rupees by 
Government would effect the desired result if it were 
practicable. Tlie alternative is an absolute cessation 
of the coinage of whole rupees until exchange is 
above 2s. and a gradual contraction of the ])aper 
currency circulation. 

The situation is somewhat similar to ihal pre- 
vailuig in llie ycai’S which followed the closing of 
the mint,s in 1893. It was recognized then that the 
weakness of exchange was due to a redundancy of 
the circulation ; and the Government of India 
kctually proposed to withdraw rupees, and to melt 
them up and sell them as silver bullion. The loss 
on such a transaction could be met either by 
additional taxation or by a loan. Such a drastic 
meaisure is probably unnecessary at the present 
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juncture. The stoppage of coinage after ISW 
caused the situation to right itself In five yeaw; 
The remedy in the present case is to coin no more 
rupees and to contract the paper currency as mu(A 
as is conveniently possible. It was doubtless with 
this aim in view that Government ceased purchasing 
silver bullion in 1920 ; and the mints were kept 
oexjupied only with stocks of “ Pittman ” silver 
which had been purchased from the United States 
Government. The coining of tins was completed in 
July, 1920, and since that month the coinage has 
been confined to silver 8-anna pieces and nickel sub- 
sidiary coins, and to recoining light rupees with- 
drawn from circulation. 

The rapidity with which the price level may 
recede in India and exchange rise to the import 
gold point depending upon the American cross- 
rate will depend largely upon the seasons in India. 
If the level of world i)rice8 wore to renmin unchang- 
ed, good harvests of one year might possibly re- 
establish a favourable trade balance. Statistics 
prove, however, that a general fall of world 
prices has already begun ; and if ''the level of prices 
falls more slowly in India, and this Is likely unless 
the rupee circulation is drastically contracted, the 
trade balance is likely to remain unfavourable and 
exchange weak. It is impossible to foretell the 
course of ^events ; but it may be said safely that if 
Government steadily and consistently follows the 
new policy ‘Which it adopted on the recommendatimi 
of the Committee on Exchange and Currency, it 
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cannot foil to realise its end in the course of a 
number of years. The new system of durreney is 
sound in itself ; but the conditions early in 1920 
were such as to make its immediate realization 
impossible. The Currency Committee did not 
anticipate an early fulfilment of their plans : they 
regarded it as their duty to lay down a line of policy 
which sooner or later, if steadfastly adhered to, 
would give India a stable and permanent system 
of currency. 



CHAPTBB XVI 
THEI^EOFPBICES 

Preceding chapters have been devoted to a descrip- 
tion of the Indian currency system and the changes 
which it has undergone at various times, especially 
since the beginning of the Great War. It is 
the object of the present chapter to desoribS 
tlie cliaugcs that have taken place in the generid 
l^el^qf „ psiecs j and the next chapter will be 
devoted to explaining the cause of the great 
rise of prices in recent years. We shall find that 
it was mainly due to the eUccts of the war upon the 
money of other countries, which in their turn 
gradually affected India. It is important to 
realise, however, that prices had been rising almost 
continuously for many years before the war ; and 
also that the experience of India as regards prices 
has been similar to that of all other civilised 
countries. In all parts of the world thqre has been 
a great rise of prices in recent years. This can be 
proved by making comparative tables of the. prices 
of a large number of commodities in former years. 

Let us first see how far the prices of certain 
goods have risen during the war. In order to make 
a comparison, we shall start with the year 1913, 
as the war began in 1914. The quotations of prices 
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are collected from all parts of India by the Depart- 
ment of Statistics in the Government -of India, and 
the follovdng figures are all taken from the pub- 
lications of that Department.* For the sake of 
illustration, let us take the figures for rice, wheat, 
jowar, salt and cotton cloth. Their prices are 
asoertained every fortnight ; and the Department 
ot Statistics calculates the average of all the fort- 
nightly figures of each commodity for each year. 
These yearly averages are as shown in the table 
mi the next page. 

figures are taken almost entir^y from the publication 
enUtlacl Index Numbers of Indian Prices from 1861 to 1918, 
and the supplements issued for 1919 and 1920. 



TABLE OF PRICE CHANGES OF CERTAIN COMMODITIES, 1918-^1920. 

{Tkefffure* in italiet thov tie fnreeniofft ekange ; ISlSeelOO.) 

I~7 I Kioe (a) Vnimk (6) | Jowar (e) SaU (ill j Cotton doth (e) 

Tptrmaundn j per mound. j p«r maunci. per mound. per piece. 
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AT«ntfe mnual wholesale price of Doodhia (wheat) or Club Mo. 2 at Calcutta. 
Annual average of the retail prioea of Jowar at 15 eeleeted stationB. 

Cd) Anneal average wholesale pnee of Liverpool »U (exclnding dotj) at Calontti 
(e) Anoaal average wboleeale price of T. doth (44 inchee by 24 yardal at Bombay 
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Below the price of each commodity is given in 
italics a percentage figure showing the proportion 
of rise or fall. It will be seen that the prices in 
1913 are represented by 100 in each case and the 
percentage figure in any later year shows the 
exact proportion of the rise or fall of prices 
in that year as compared with 1913. These 
percentage figures arc very useful, because they 
enable us to make an average of the percentage 
figures for any one year, showing the average rise 
or fall of prices of all the commodities taken together. 
For example, if we take the percentage figures 
for 1917 for the above five commodities and add them 
up, we find that the total comes to 885. If we divide 
this by 5, because there are five commodities, we get 
175 as the average percentage increase. This figure 
is called an index number, and it represents the 
average rise of prices of those five commodities, the 
average for 1913 being taken as 100. 

By taking only five commodities wo cannot got 
an index number which is reliable as an indication 
of the general change of prices, because individual 
commodities may be greatly affected by special 
causes j and amongst so small a number one sudi 
exception may have a great effect. Averages of per- 
centages calculated in this manner are made, there- 
fore, from the series of yearly pnoes of a much 
larger number of commodities, usually 40 to 50 or 
more. Such index numbers have been con^iled 
both for wholesale prices and retail prices. 

Prices are gmierally stndied from two points of 
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view— that is to say, with two quite different 
objects. *0n the one hand index numbers ar^ cal- 
culated which are intended to show the average 
rise of the prices of all commodities, the assumption 
being that the 40 or 50 commodities whose prices 
are actually averaged arc sufficient in number to 
represent fairly the changes which are taking place 
in the prices of all commodities. Of course, the 
prices of individual commodities arc changed by 
special causes affecting that commodity alone ; but 
in taking an average of the prices of 30 commodi- 
ties the results of such special causes are averaged 
out. The prices of some commodities rise more or 
less than the average — one or two may fall while 
the rest are rising. However, if the number of 
commodities be large enough the changes due to 
causes specially affecting particular commodities 
are almost completely eliminated in the general 
average. This elimination is more complete with 
a total of 40 commodities than wilb 30, and still 
better with 50 or 60. When such a large num- 
ber of commodities is used we may be pretty 
sure that the index number tell? us fairly accurately 
what we are seeking, namely — the change in the 
purchasing power of money. Thus, if the index 
number of prices has increased from 100 to 125, the 
purchasing power of money has fallmt from 100 
to 80 ; and if the index number has fallen from 
100 to 75, the purchasing power of money has 
increased from 100 to 133. 

On the other hand, index numbers are B]B(ru8ed 
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for another very important purpose— for measuring 
changes in the cost of living. In this cas^ it is not 
RTiflicicnt only to learn what has been the change 
of the purchasing power of money, for we do not 
buy all commodities in equal quantities. The cost 
of living of ordinary people is affeclicd much more 
by a change of the prices of the staple food- 
grains and of cotton cloth, than of other commo- 
dities. A system is adopted, therefore, by which 
prices are “ weighted ” accx>rding to their import- 
ance in people’s expenditure before an index 
number is calculated. In order to be quite precise 
in our result it would be necessary to calculate a 
separate index number for each class of persons — 
rich and poor, vegetarian or non-vegetarian, and 
a separate index number for each part of the 
country according to whether the principal food- 
grain is rice, or wheat, or hajra and jowar (or ragi)* 
The calcadation of a number of different index 
numbers in this manner for different regions and 
different classes of people has not been attempted 
yet. From a study of “ family budgets ’’—that 
is family expenditure — of the poorer classes in 
various parts of the country a rough weighting has 
been chosen whidi is taken to be roughly represent- 
ative of those classes in all parts. The enror 
invoked should be borne in mind, however ; for 
obviously if rice is cheap whilst wheat is dear, ffie 

* Vanous millets— aad fowar mad ht Sbett Sidhi 
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people of Bengal will be better off than tiie index 
number ehowB, and the people of the Punjab wone 
off. 

The Department of Statistics in India hopes to 
undertake the calculation of an index number to 
represent the cost of living of the industrial (dasses 
based upon the prices of 40 commodities ooUeoted 
in about 40 towns. In a few years very valuable 
information as to the changes in the cost of living 
will be obtained and collated in a general index 
number and local index numbers. In the mean- 
time there is no reliable guide as to the extent of 
the recent <dianges of the cost of living.* 

The rise of prices which took place in 
during the war and subsequently is illustrated by 
the following series of index numbers prepared by 
the Department of Statistics for (1) the wholesale 
prices of 39 commodities ; (2) retail prices of 7 
food-grains : — 


Year. 

Wholoralo prievs of 
31> oummodiiicd. 

U' '.ail prioes tif 7 
food grains. 

1913 

100 

IflO 

lOU 

103 » 

111 

1915 

100 

101) 

1916 

129 

lOO 

1917 

137 

101 

1918 

157 

185 

1919 

193 

200 

1920 ... 1 

190 

378 


* Since tiie above was written the Labor Department of the 
Bombay Government has started publishing memthly index num- 
bors of the eost of living in Bombay which are of great interest 
sad importance. (See Labour Gatette, Bombay I«bonr Offiee).. 
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Tbc alcove figures show clearly that there has 
/been a very considerable rise in the generu level 
‘ o TpHc es 71ap3 ihailEo Ibices "o? fobd-^ains, which 
‘ rose sliarply in 1914, fell back again in 1916 and 
1917 to the level of prices in 1913, whilst the 
prices of commodities in general continned rising. 
This was due to the exceptionally good harvests of 
the years 1916 and 1917. In 1918 and 1919' the bad 
Vreather conditions are reflected in very high 
prices, which brought the food-grain prices very 
nearly np to the general level of prices in India. 

It is necessary to warn the reader against 
assuming that the above quoted index number is an 
actual measure of the extent of the general rise of 
prices ; that is to say, of the depreciation of the 
purchasing power of money. Without going into 
technical discussions it may be said that this index 
number is defective in several ways: (1) The 
number of commodities of which prices arc incor- 
porated is too small ; and amongst the 39 which arc 
used is too largo a proportion of foodstuffs 
(25 per cent). (2) Practically all the prices, except 
those of food-grains, arc chosen from quotations 
in the markets of the great seaport towns of com- 
modities imported or exported ; and as these 
naturally tend to be equal to prices in the world’s 
markets, differing only on account of freight rates 
and exchange fluctuations, the index number tends 
to follow the general level of world prices rather 
more closely ttian the real level of prices through' 
put India does. Probably tins index number rose 
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faster during the war than the true level of 
and fdl advance of inland prices after 1920. 

For the purpose of roughly illustrating, the rise 
of the <M>st of living, and with a view to finding out 
the approximate increase of the cost of living to 
persons of the wage-earning classes, I have had 
some calculations made from the prices of the above 
mentioned 39 commodities, which are the oqly easily 
accessible, authentic and up-to-date price records 
which have been published. The following index 
number of the cost of living applies to persons liv- 
ing in towns and earning not more than about Bs. 40 
per mensem. The weighting has been carried out 
on the assumption that out of the total expenditure 
a little more than half (55 per cent.) is spent on 
various foods, one-tenth on cotton-cloth, and tho 
remainder on house rent aud various articles, snob 
as salt, brass utensils, etc. 


Rise of the cost of living, 1913 to 1919. 


Year. 

.Mainlj rico 

pfiters. 

Maiiilj 
wheat eatoffla 

M thinly 
milltt eatern. 

ISIS 


100 

100 

100 

1914 


103 

106 

102 

1916 

• •• 

116 

121 

108 

ISIS 


m 

ISO 

123 

1S17 

• a • 

139 

141 

127 

ISIS 

••• 


104 

146 

ISIS 

Mt 1 

173 

n 

172 
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Changes of the general level of prices took pla<^ 
long before the Great War and have in .fact been 
taking place for centnries past. It is not possible 
to go far into this interesting subject here ; bnt it 
is desirable for the public to be acquainted with the 
outstanding facts of price changes during the past 
fifty years. Index numbers of prices in India ex- 
tending back to 1861 have been prepared and pub- 
lished ; and index numbers of prices in England, 
America and other countries are available for a 
much longer period. It is only possible here to 
print the index numbers of prices in India, England 
and America back to 1861, and at intervals of five 
years prior to 1918. The figure for 1873 is also 
given as prices in Europe reached their maximum 
in that year before the long decline which lasted 
twenty years. In the United States, owing to the 
Civil War, the maximum of prices occurred earlier ; 
whilst in India the maximum was in 1866 (115). 
From about 1885 in India and from 1896 onward 
in England and America, the level of prices rose 
considerably wth occasional fluctuations until 1914, 
when prices started rising very much faster owing 
to the war. It will be observed by inspecting the 
diagram on the opposite page that during the war 
prices rose more rapidly in England than in In dia. 
or in America. 
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n# Mei namlMin for India are those pnUished by the De|>artment 
of Statieties, Cakutta. For England those of Sanerb^, continued hr 
The The American index numbers are oomniled from Falkner's 

•iriea (not redneed to gold) and that of the IT, g. Bareaa of liahovr 
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Year. 

General index 
nnmber of 89 
arfciolee (De- 
partment of 
Statieticfl! for 
India (1873 
«100). 

General index 
nnmber of 
45 oommodi-* 
ties (Sanr- 
beok'a) for 
EngUnddSe?* 
77-100). 

Generalindex 
number of the 
wholemle 
prieee la the 
UnitedStetei 
of 4merioa 
(ie90-09- 
100). 

18A1 

■t* 

90 

99 

Ill 

1865 


107 

101 • 

289 

1S70 

tea 

102 

06 

167 

1S73 

■ ■■ 

im 

111 

155 

1876 

... 

94 

96 

141 

1880 


104 

88 

118 

18P6 

•• 

87 

72 

103 

1880 

• •• 

100 


113 

1805 

ft* 

104 

62 

94 

lOOil 


116 

To 

110 

1005 


no 

72 

116 

1910 


122 

7ft 

182 

1913 


143 

85 

182 

1915 


152 

108 

131 

1916 

• ee 

181 

136 

163 

1917 

• ee 

196 

175 

232 

1P18 

••• 

225 

192 

258 

1919 

• •• 

276 

206 

280 

1920 

• •• 

281 

251 

321 


The extent of the rise and fall of prices in differ- 


ent periods in the different countries can be ascer- 
tained easily by recalculating the index numbers 
by simple proportion with any selected year taken 
as 100. Thus, if we take the twenty years from 
1865 to 1885 we have 


« 

Indift. 

Bfigland. 

XTnited Stetee 
of Anj^eriea. 

1866 


100 

100 

ue 

1883 

• ee 

81 

71 

- » 

48 
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Taking the period of rising prices before the war 
from 1895* we haVb : — 



India. 

England. 

United States 
of America. 

1805 


100 

100 

100 

1913 


138 

187 

141 


Daring tlie war period the rise of prices was : — 


Jmlia. I KnglHnd. 

1013 ICO 

lOiO ... 103 


I United Statoi 
of Auinrli^. 










CHAPTER XVII 

CAUSES OP THE RECENT RISE OP PRICES 

We have seen in the last chapter how great was 
the general rise of prices in India during the 
six years which followed the outbreak of the 
Great War. At first the prices of imported 
articles rose more than the prices of exported arti- 
cles, because prices in the countries at war rose 
much faster than in India. Yet the prices of aU 
articles begun to rise to much higher levels in India 
after three or four years of war. The explana- 
tion of this will be given in the present chapter. 
It is necessary to boar in mind, however, that, 
as was explained in the last chapter, the general 
level of i^riccs had been rising in India for 
nearly twenty years before the war. We saw fur- 
ther that the big changes which have taken place 
in the general level of prices in India have always 
followed pretty closely the change in the general 
level of prices in the otlicr principal countries of 
the world. 

Daring the ninctconth century, the building of 
great steamships in England enormously increased 
the trade which was carried on by sea between the 
.different countries of the world ; and in this deve- 
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lopment India shared. For nuuiy kinds of goods, 
such as urheat, cotton, jiite, hides, tea, lac, etc., the 
naarkot had become worldwide. Consequently, the 
prices of these commodities in ov’ory country came 
to depend upon the supply of and demand for them 
in all countries of the world combined. India con- 
tributed part of the demand and a considerable part 
of the supply in the case of some commodities ; yet 
the prices prt'vailing in India were those establish- 
ed in the world market as a wliole, and frequently 
depended upon the success or failure of crops in 
America or Russia, and on of her causes wholly un- 
connected wifh India. The dependence of the prices 
in India of commodities which are largely exported 
from, or imported into, India, on prices in the 
world’s markets, is easy to understand. Tin's, how- 
ever, does not wholly account for the change 
in the general level of i)rice.s, which has been going 
on in all the principal countries of the world, and 
also in India at. the same time. 

The explanation of the great rise of prices which 
has taken place throughout the world since 1897, 
and much more rapidly since 1914 must bo looked 
for amongst those causes which would be capable 
of affecting the prices of all articles at the same 
time in the same way. There arc obviously many 
separate causes which affect the price of any parti- 
(mlar commodity, such as a shortage of supply, in- 
creased cost of production, or a sudden increase of 
demand. A general rise of the prices of nearly all 
commodities in a country at the same time can, how- 
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over, only be due to some kind of changS in regard to 
money. Price is simply a statement of*the quan- 
tity of money given in exchange for a unit of the 
goods ; and it is only causes which have relation to 
money, or are in some way dependent upon money, 
which can affect all prices. We may proceed to en- 
quire then what changes in the money or currency 
in use in a countrj’ have an effect upon prices. 

The general level of prices in any country depends 
|h*inoipally upon two causes : (1 ) the quantity of 

money, and substitutes for money, in use in the coun- 
try; (2) the rapidity of circulation of that money. 
We shall see how these causes act. Let us suppose, 
for example, that in all India the total amount of 
money of all kinds in use is 200 crores of rupees. 
Let us suppose further that for some reason the total 
amount of money in the country suddenly increases 
to 400 crores of rupees. Let us again suppose that 
this increase takes place in such a way that every- 
body has twice as much money as he had before. 
He would then be able, if necessary, to pay twice 
the price which he formerly paid for everything 
which he purchased, and yet he would be just as well 
off as before in actual goods. In order that every- 
body may receive twice as much money as he re- 
ceived before, the prices of all kinds of goods will be 
doubled, and the rates of salaries and wages will be 
doubled. In other words, money would be worth 
just half as much as it was before. 

The second cause, the rapidity of circulation of 
money, has its effect upon prices In a different 
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t^Ay. Let us again suppose that the total amount 
of money* in the country is 200 ororcs of rupees. 
Under the existing conditions of trade, and the pre- 
vailing Habits and customs in regard to the use of 
money, this amount of money does a certain amount 
of work — ^that is to say, a certain number of sales 
and purchases are made with it per annum, adding 
up to a grand total of so many hundreds of crores 
of rupees. Let us suppose that people change their 
habits, or that the development of the country with 
roads and railways has made communications more 
rapid. In this and other ways, the same stock of 
money (200 crores) may actually be the medium of 
making purchases to a much larger total sum. The 
money will tend to flow through the usual channels 
of trade so much the faster. It will go, for example, 
from a Government treasury to pay the salaries of 
government employees, through them to shop- 
koepor.^, from shopkeepers to banks. From the 
l){inks it may be paid out again to railway companies 
and cotton mills to pay their employees, and through 
shopkeepers and wholesale merchants it comes back 
again to the banks, but a part g5es to the cultivators 
and through them to the ziemindars and back into 
Government ti'easuries as land revenue. This circu- 
lation is always going on ; but if the circulation be- 
comes more rapid, that is, if the total stock of money 
is “turned over” more oftmi in the year, prices will 
rise in the same proportion as the money is more 
frequently used. 

' it is important to notice the difference between 
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these two causes, however. In the first case, there 
V; i s an a ct ual change in the q uantit y of moh^yjjBJfcbc 
I c ountry i but in. thn. sccQnfi. easCj Jthe 
I the habits ^(l (5USknm-o£ leads 

to'Hie ’nrore ra]>i<l circulation of money. The for- 
mer case is probably the one which is responsible 
for every great and rapid change in the level of 
prices ; for any change in the customs and business 
methods of the people is likely to take place slowly, 
BO that its effect upon the level of prices would only 
become ni)parent after a long series of years. 

The next question to be considered is how the 
quantity of money in cirtnilation comes to be in- 
creased. This may happen in various ways, which 
wo shall group under two headings : (1) forced 
increase of tJio eireulatiou ; (2) automatic increase. 
I have put the forced increase? of circulation first 
merely l»ecaus<> it is 1h«* simy>li'r to imderstaud : 
the more impoHiinl in the case of India is the auto- 
matic increase. 

The forced increase of circulation will be easily 
understood if w(! consider first a rather fanciful ex- 
ample. Let us suppose, for a moment, that it were 
possible ft)r Clo\'ernment out of its balances and 
moneys imised on loan to buy at an average price of 
Rs? 53 i>cr UK) tolas enough silver to coin 100 crores 
of rupees. At this price Government, after paying 
the cost of coinag.?, would make about 8 annas pro- 
fit on every rupee. It would make altogether about 
50 crores of rupees profits ; and if Government 
Wanted to make any big expenditure citiier for 
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carrying on war, or for making great new railways 
and irrigation canals, it might conceivably adopt this 
method. All this extra expenditure would bo made 
out of the stock of rupees which was thus so profit* 
ably coined. These being legal tender, people 
Avould be forced to accept them ; but the total number 
of rupees in circulation would be rapidly increased, 
and this would lead to a general rise of prices. A 
much simpler method than coining so many rupees 
is to issue a huge quantity of paper money and to 
force people to accept it by law. This was done in 
different countnes at various times long before the 
war ; it was resorted to greatly during the war, and 
is being done most parlieulurly l)y the Government of 
Bussia at tJie present liint'. If Government wished 
to incur expenditure far greater than its revenue 
from taxation, it could adopt this method of meeting 
it, forcing pcoi)le to aeeejit currency notes ui 
exchauge I’or their goods, and for their labour. 
This again would be a forced increase of the circula- 
tion and of course prices would rise, lu proi>ortion 
as prices rise so is the currency “ depreciated ”, 
that is to say, reduced in purchasing power. It will 
be realised that a forced issue of token currency or 
paper money has the effect of transferring so much 
” spending power ” from the people at large to 
Government. It is like a forced loan without 
interest, levied upon the whole population. 

The extent to which this method of financing their 
heavy expenditure was resorted to by various Gov- 
ernments during the War is not sufficiently realised. 
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Eveiy country at war issued vast quautiHes of 
paper money, either through the State* banks, or 
directly by Government — in most cases, the latter. 
According to some statistics collected in Ameiica,* 
the paper currency in existence in fifteen of tfee 
principal cormtries of the world at the beginning of 
the war amounted to the equivalent of 1,600 crores 
of rupees, calculating the money of each country 
according to the par of exchange. At the end of the 
War these same countries had in circulation 8,800 
crores of rupees worth of paper money, calculated 
at its nominal value. This means that the paper 
currencies of these countries wore increased to 51 
times what they wore before the war. It is not a 
fiiatter for surprise therefore that prices have risen 
enonnously in Fluropean countries. The above 
figure (Rs. 8,800 crores) gives the circulation at the 
end of 1918, soon after the cessation of hostilities. 
Almost every European Government was compelle<l 
to go on issuing more paper money during 1919, and 
many in 1920, so that the circulation at the present 
time must be considerably greater. It may be add- 
ed that the above-mentioned figures of the paper 
currency in existence at the end ot the war do not 
include the rouble notes issued by the Bolshevik 
Government. During the first eighteen months of 
its existence that Government is said to have issued 
paper money equivalent in nominal value to the 
enormous sum of 16,000 crores of rupees, or about 
"^Bunkers’ Magazine (New York), Vol. XCVIII (IM.9), 

ysgs'Wfis 
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92 times the entire circulation of metallic and paper 
money in India. 

When the quantity of money in use in any country 
increases rapidly from any cause to a greater extent 
than the increased production of commodities, the 
invariable result is a rise of prices. The currency 
said- to- b e As has been pbiiited out 

above, such inflation of the currency may come about 
in various ways, which may be grouped under the 
headings of : (1) a forced incrojise of the circula- 
tion ; and (2) an automatic increase of the circula- 
tion. The former method 1ms been briefly consider- 
ed ; and we shall now proceed to consider the 
various ways in which an automatic inflation of the 
currency and of cre<lit may eoine about. 

Inflation of (■rkdit and (-unRENCv 

Tn saying that the increase is automatic, we mean 
it happens without anybody intending to increase 
the total amount of money. It results indirectly 
from certain economic conditions which are bound 
to have that result, because they either cause an 
inflow of money into the country, or create sub- 
stitutes for money within the country which increase 
the effective volume of the circulating medium. 

The term “ substitutes for money ” is one which 
must he carefully explained. It may be taken to 
include all those doenmeuts and ways of represent- 
ing money which are used by merchants and ban- 
kers. Whenever a person of good credit promises 
to pay money at some future date, that promise 
is capable of acting in its effect upon prices as if it 
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were money. The commonest form of such pro- 
mises is the hundi. Bankers create a kiifd of credit 
money which can be paid by one person to another 
by the use of cheques. Money on deposit with a 
banker which is subject to withdrawal on demand by 
cheque, may be drawn in the shape of coin or cur- 
rency notes ; or it may be transferred by cheque 
eitlier to some other person’s account in the same 
}>ank, or to the credit of somebody in another bank. 
These transfers of credit greatly exceed in value the 
actual withdrawal of coin. This credit money held 
with bankers is therefore a substitute for money. 

All substitutes for money act upon prices exact- 
ly in the same way as money itself. We have seen 
in previous chapters that a currency note represents 
so much gold or silver, and may be exchanged for 
it. In the same way a hdndi represents so much 
money, if the ci'edit of the drawer, or drawee, is 
good. If a bank is believed to be sound, the amount 
of credit money which the banker keeps at the dis- 
posal of las customers also 1‘epresents so much stan- 
dard money because the <leposit may at any time be 
drawn out in the shape of standard money. In a 
gold standard country, all these substitutes for 
money actually represent gold ; and an increase in 
the quantity of the substitutes for money has tiie 
same effect upon prices as an increase of the quan- 
tity of standard money or token money in cireida- 
tion would have. 

We may now consider in what ways an automatic 
'increase of the circulation may come about There 
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are two ways in which this happens : (1) by an ex- 
tension of credit in the countiy itself ; (2) as a result 
of a favourable balance of trade caused by a rise of 
prices in other countries. 

An extension of credit may come about within a 
country in several different ways. Ijet us take the 
simplest case first. Suppose that in a certain town 
the custom is that everybody must pay cash for 
everything at the time of purchase. Suppose now 
that the custom is suddenly changed, and that all 
the merchants and shopkeepers give three months 
credit to some people and six months credit to other 
people. The public can now buy large quantities of 
things which they do not have to pay for until several 
months later. Their buying power is gfreatly 
extended, and ^prices would” suddenTy' rise and 
continue rising for two or three months until people 
had exhausted the additional buying power which 
the extension of credit gave them. Notice that, so 
long as this long credit continues to be granted, the 
effect is the same as if there were more money in 
circulation, for A who has bought goods from B 
may sell them to C -for cash or prompt payment 
before he has paid B. 

There is another way in which credit is extended, 
and t hat is through the agency of banka the ' 
system o f pajmientTiy cheques]^ In a sense’ the ban- 
ker makes credit money. He gives a loan to A which 
enables A to purchase many goods which he pays 
for by means of cheques drawn hpcm his account in 
his bank. Now the persons from whentn he buys the;^ 

8o 
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goods pay his cheques into their O'vm banks, where 
the amounts of money they represent are added in 
the banks* books to the deposits held on behalf of 
tliOBC customers. But cacli of these banks has many 
customers, and to many of them loans are granted ; 
and the persons who thus get loans from their 
banks pay the money so received into other banks. 
Consequently, every bank in which the public has 
confid<!nce receives deposits which enable it to con- 
tinue making new loans. Thus both the loans and 
the deposits go on increasing at the same time. 
The increase of d(iposits docs not represent any 
increase in the actual money of the country ; that 
is to say, any increase either of the coins or the 
currency notes in circulation. It is purely “ bank 
money,” or credit money, which is utilised to make 
paynients by means of cheques, bills of exchange 
(hundis), and oth<>r paper documents. 

It is true that every customer has the right to 
demand from the bank the payment of his deposit 
in actual cash, that is to say, legal tender money, 
eitlier coins or notes. This is one of the two con- 
siderations which prevent bankers going on manu- 
facturing credit money without limit, in which case 
they could enormously enrich themselves at tike ex- 
pense of the community, raising prices throughout 
the country. Since, however, they are liable to 
pay for the deposits in jjold and silver, they must 
keep an adequate reserve of legal tender money 
act^ly in the vaults of the bank to meet all pro- 
bable demands upon them. The banker always 
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keeps account of the quantity of gold and silver, or 
currency notes, 'which ho has actually in his posses- 
sion, and if this becomes reduced to less than one- 
fourth or one-fifth of the deposits repayable on 
demand, he makes great difficulties about granting 
new loans, and tries to call in the old ones, so as to 
have more cash at his disposal. 

The second consideration which prevents the 
banks making unlimited loans, and thereby receiv- 
ing unlimited deposits, is the question of the securi- 
ty which the borrowers can give. The banker lends 
only small amounts on personal security, and he 
requires some tangible property as security for 
most of his loans. Certain kinds of goods and pro- 
perty arc accepted by bankers as securit y, mainl y 
those ]dnd&..whic h coi l be eusily sold, if necessary. 
AVhen such kinds of i)roperty increase in quantity 
throughout the whole country, then an extension 
of credit is practicable without the bankers incur- 
ring any more risk, and they eagerly seize the 
oppoi'tunity ; iu»(l so tlie total aj..ourit of creilit 
money in existence increases. T his happens whe n 
h aiwests are exceptionally Kood . The bankers will 
lend upon the cotton, the wheat, and all the other 
crojjs, and these crops arc thus turned into money 
as soon as they come ofT the fields ; or in America 
even iKrfore tlie liarvest is reaped. 

Bankers are always plc;t:;rd lo lend upon Oov- 
ernment securities ; and the more loans the Gov- 
ernment issues, the more can banks manufacture 
credit money. This is what happened on such a 
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large scale in England and other conntries dnrlhg 
the war. The British (lovcrnnient issued hundreds 
of crorcs of rupees worth of war loan stock. Many 
people who bought this loan stock took it to their 
bankers and borrowed nine-tenths of the value of 
j|hc loan stock from their banks, and with the 
^oncy so obtained subscribed for more war loan 
)|tock, which again they took to the bankers and 
sorrowed more money on that security. It is obvious 
•that in this way the quantity of bank money in ex- 
istence must have increased enormously; and m 
fact the deposits in English banks (excluding the 
Bank of England*) did increase during the war 
from the equivalent of 1,070 crores of rupees to 
2,300 crores of rupees (converting at 2s. in each 
oase).t TJiis was the principaf cause of the great 
rise of prices in England?^ 

It was slated above that tlie second way in which 
the circulation may be automatically increased is 
by a favourable balance of trade. This either brings 
great quantities of money into the country, in the 
form of actual gold and silver, or leads to the issue 
of currency notes by Government against an increase 
of the invested portion of the reserve which is held 
in a foreign counlr}'. No doubt there was some ex- 
tension of credit in India during the war, and some 
creation of bank money ; but it was very small com- 
pared with the extension of credit which occurred 
ill those countries of Europe which were actively 

*The deposits in -which mainly to other baa!^ 

fThe increase was from £1,070,000,000 in 1014 to about 
£^300,000,000 on 31st December, 1019. See Banker^ Magwnnt 
XLimdon), 1930, page 468. 
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engaged in the war. The result of great rises of 
prices in*England, France, and other allied ooun* 
tries, was that they exported fewer goods to India, 
and imported enormous quantities of raw material 
and food from India, for which they were ready to 
pay very high prices. There being a large balance 
of payments duo to India, the Secretary of State 
sold Council bills as fast as possible in London 
and aocnmnlatotl there many millions of pounds 
English money. The Government of India issued 
currency notes in India to pay these bills, and the 
money in Loudon was inv'ostod. Those investments 
Avere counted as lairt of the reserve for the issue of 
the currency notes. A large part of the money 
obtained by the sale of Council bills was also used to 
purchase silver and bring it to India for coinago, 
so that the circulation of rupees in India enormously 
increased. The high prices abroad and the needs of 
the Indian Army led to all producers in India — ^the 
cultivators, tljo factory workc-rs, and, unskilled 
coolies — ^boing able to obtain much higher remuner- 
ation for their Avork than ever before. In this way 
the largo amounts of money Avhich came into India 
through the favourable balance of payments became 
distributed gradually Ihroujdtout the population ; 
although first of all the merchants, mill-owners, and 
other employers had the opportunity of makin g 
great profits before the people at large awoke to tho 
fact that they could ohtam higher prices for their 
labour. In one way or another, tho increased 
tuuount of money which had come into India became 
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distributed tliroughout the population, and as it did 
so, so did prices in general rise. » 

The foregoing is a nearly complete explanation 
of why the general level of prices in India rose so 
greatly during the war. It will be observed that 
the ideu.s of most people on this subject arc entirely 
wrong. Tlujy blame the merchants and the finan- 
ciers for withholding goods from the public in order 
to increase prices, and many people think that Gov- 
ernment is in some way responsible for prices ris- 
ing so much ; but these ideas are entirely wrong. A 
few cases occurred no doubt where merchants anti- 
cipated a future shortage of goods and held up 
stocks for a few months, so that prices rose at once 
instead of at a later date. A notorious example was 
the corner in salt which greatly raised its price 
in This was due to the fact that imports of 

salt by sea Jiad been greatly reduced and stocks 
were alroad}’ small in certain places. The very 
great increase of the price of cotton cloth too was in 
the first instance due to the si)eciul causes connected 
with the war, particularly the shortage of produc- 
tion in England, the very great increase of the cost 
of the cloth made there, and the increase of freight 
rates to India. But these special causes only anti- 
cipated a little the rise of prices which was iakiTig 
plafie for all commodities and must have taken place 
for these particular commodities a year or so later. 

The idea that Government was responsible for 
raising prices is obviously false ; for the rise of 
prices in India vr&s due to the great rise of prices in 
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other countries, caused by the war, which led to 
such vast Quantities of money beinji: sent to India to 
purchase our goods. The Government could only 
have stopped this by cutting off our exports more 
than it actually dul, which wouhl have greatly 
handicapped England and her Allies in the }>ro- 
secution of the war, and might conceivably have led 
to defeat instead of victory. 

Many people have been puzzled as to why prices 
should have continued rising after the end of the 
war. Thej’ could understand that prices would 
necessarily rise whilst fighting was actually in pro- 
gress, but thought that immediately it was over, 
prices would begin to go dovni again. There are at 
least tliree reasons why this did not occur. In the 
first place a ye^’ great shortage of commodities of 
all k ind.s. had resulted from thc.wur. ConH(*quently, 
throughout 1919 there was a very active demand for 
m.any commodities wliich India supplies ; secondly, 
the Governments of Plurope and A: lerica had enor- 
mous armies in the field, and it took more than 
twelve months to carry out demobilization. All this 
involved continuous expenditure, and the various 
Govomments were still issuing loans and still put- 
ting more paper money into circulation in order to 
meet these charges. The third reason is that, owing 
to this further inflation of tlie currency, X'rices in 
other countries of the world still continued rising ; 
and the rise of prices in India, which had always 
lagged behind, had still to ov'ertake prices outside. 
Puring 1919 Govemjncnt took the only step which 
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could prevent a farther riae of prices outing to the 
same causes, namcljV raising. Ihu. rate of „exch®^ 
which made it less profitable for foreigners to buy 
goods from India and very profitable for us to buy 
goods from abroad. Tliui^ thc great stream of 
rnoney coming into India was checked ; and, as des- 
cribed' in aii' earlier* chapter, the balance of trade 
turned strongly against India in 1920 and continued 
so in 1921 and 1922. 

Prices began to fall in the great commercial coun- 
tries of the world in tlie summer of 1920 ; and as 
usual the movement extended to India a few months 
later. A general fall of prices in foreign countries 
increases the import trade, ns it becomes more profit- 
able to buy abroad, and decreases the export trade ; 
so that the balance of indebtedness turns against 
the country, and money leaves the country. The 
adverse balance of trade in 1920 and 1921 led to the 
export of much gold and silver, and the sale of 
reverse Councils led to a contraction of the paper 
currency circulation. So soon as expenditure on 
behalf of the British Government was stopped, as it 
-was late in 1920, the export of money and the con- 
traction of the circulation made a fall of prices inevit- 
able for the same reasons that an inflow of money and 
expansion of circulation cause a rise of prices. There 
seoins to be no doubt that we are now entering on 
a long period of declining prices throughout the 
world ; and this must automatically cause a conti- 
nuous fall of prices in India, which will be a welcome 
relief to the population. 
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During 1921, however, the fall of prices in India 
was so slight as to he hardly noticeable. The con- 
tinuance of high prices in this country has been in 
marked contrast to the extensive fall of prices in 
England, America and other countries during 1920 
and 1921. 

During the first-half of 1922 prices fell only sUghtly. 
in India, and exchange weakened still further and fell 
to Is. 3</. This was due ^rgely to the fact that 
deflation, which conimcnced in 1920, was not 
proceeded with, mainly on account of the continued 
excess of Government expenditure over revenue 
whiclx led to temporary borrowing on a larger scalb 
by the i.s.sue of Treasury Bills. Deflation means 
contraclion of the circulation, and is carried out by 
withdrawing notes and cancelling them instead of 
paying them out again or into a bank. The cancel- 
lation of notes involves reducing the funds available 
to banks and the montiy-market, and to do this too 
fast might cause a conunercial crisis 



CHAPTER XVni 
SOME POPULAR FALLACIES 

There is pro})ably no subject -which has been 
studied as a science in which popular opinion so 
fre<iuently strays from the truth as in economics. 
Nobody now ventures seriously to assert that the 
sun moves round the (Arth, or that forecasts of the 
weatlier should be made from the phases of the 
moon and planets. The popular niin<l is very apt 
to jun)]) to conclusions and to reason from the 
particular case to the general. It omits to take 
account of modifying factors — fvnd docs not dis- 
tinguish between the immediate and ultimate effects 
of a cause. Even business men, who are thoroughly 
acquainted with the facts of commerce, money, and 
exchange, fi-equently form wrong opinions as to 
economic causes and effects because they have had 
no training in economic analysis and so have not 
been accustomed to search out and allow for all the 
various factors which enter into the causation of a 
particular phenomenon. 

On the other hand, many popular fallacies arise 
simply because people fail to take the right point of 
view. A good example of this is the accusation 
sometimes made against the Government that it 
earner out its carrem^ and exchange operations 
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roore mth a„ view, to making a. profit than for the 
bjpnofit of tho country. Now, it cannot be denied 
that Government does generally make a profit out of 
the coinage of rupees and subsidiary coins of silver 
and nickel, and that it sometimes makes a profit out 
of exchange operations, just as it sometimes makes 
losses. Furthermore, the issue of paper currency 
is a source of profit to Government in normal times ; 
for the interest upon the securities in the Paper 
Currency Eescn'e, amounting to about Bs. 2 crores 
per annum, is no inconsiderable addition to the re* 
venues of the country. 

The fallacy is obvious immediately it is consider- 
ed what the words mean. Those who blame the 
Government for making a profit seem to imply that 
Gov ernme nt, js something apart from the people in 
the country — that it is a gigantic trading corpora- 
tion, making profits out of its functions of Govern- 
ment and sending those profits abroad. This idea 
might have had some shadow ol’ trui)- in the old days 
of the East India Company, though that Company 
usually made only a very small profit out of its 
currency and exchange operations. The Govern- 
ment of India, as it now exists, and has existed for 
70 years, has no revenues apart from the revenues 
of the country as a whole. It has no private pocket 
into which to put profits arising from currency and 
exchange. If these operations do produce a profit, 
as they frequently and rightly may, such profit 
forms part of the revenues of the Indian Empire. 
It is a source of income to Goveniment, just as are. 
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profits in the working of ridlways and irrigation 
canals. If there were not some profits from the 
cnrrency and exchange, additional taxation would be 
necessary to make up for revenue thus lost. 

It will be seen therefore that the question of pro- 
fits bn these financial operations of Government 
must be judged simply on the same basis as the 
question of profits from the commercial services, 
and such questions as whether or not a certain tax 
should be increased. That basis is whether certain 
particular classes of persons will be adversely 
affected thereby in comparison with others. It is 
generally recognised that in imposing a new tax, or 
in increasing an old one, this should not be done so 
as to place an undue burden on any one class or 
community. From this point of view profits deriv- 
ed from coinage and from the issue of paper cur- 
rency are peculiarly free from objections because, 
when regarded as a substitute for a tax, the slight 
burden they cause is more evenly distributed over 
the whole population than any tax possibly could 
be. 

In the controversy which raged for several weeks 
after the publication of the iiepurt of the Xndian 
Currency Committee (1919) there were not wanting 
speakers at public meetmgs and correspondents of 
newspapers who asserted that the Committee’s policy 
was deliberately conceived in the interests of British 
financiers. These gentlemen merely revealed their 
ignorance of the Committee’s proceedings. Any one 
who reads the Report, and studies particularly the 
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quoiitiong put. to witnesses and their answers, which 
are printM verbatim in the volume of Minutes of 
Evidence, must convinced that the Committee, 
whatever the value of its report, had solely the future 
interests and welfare of India as the object of its 
deliberations and recommendations. 

Our attention may now be turned to a fallacy 
which is very widely held and was continually as* 
sitrted as an almost self-evident truth in the con- 
troversy following the adoption by the Government 
of the policy of a liigh exchange. It was asseidod 
that the fixing of a high rate of excliange would per- 
in^ently affect the Indian export trade, and that 
not only the merchants, but the multitude of ryots— 
the poor producers of cotton. Jute, hides and so 
forth — would boar the burden of the Government's 
polic} . Furthomjore, it was u.s.si'rted that the high 
exchange woul<l tend to d(‘slroy Indian industries — 
at any i*ute, that it would delay aud retard theiii 
growth because of the comj)ctiti(>i’ arsing from th(| 
importation of foreign goods at .lower prices^ 
These fallacious arguments are v»‘ry jdausible ; and 
they cairj' conviction to thopsands simply because 
there is soim* tnitli iti them when upjdied to a period 
duritig which excha7ige continue.s rising. They are 
not true, however, when exchange remains station- 
ary at a high level. 

The question whether the fixing of a high rule of 
exchange is permanently prejudicial to Indian in- 
terests or trade is, however, one which involves 
(Economic theory ; and without a Comprehenaiim of 
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underlying economic tendencies, the correct view 
will not be reached. A study of the evidence sub- 
mitted to the Currency Committee, and of their 
questions, makes it quite clear that the opinion of 
the Committee was that, although the actual rise 
of the rate of exchange from a low to a higher 
figure must undoubtedly cause considerable econo- 
mic disturbance and be therefore for a time pre- 
judicial, particularly to the export trade, the effeict 
would not be permanent. They anticipated that a 
new equilibrium of prices in India and in foreign 
markets would come about, and that the future 
growth of Indian trade and industries would adapt 
itself to this new price level. The net effect would 
be that Indian industries and trade would, after 
recovering from the difficulties of the transition, 
prosper just as much at a high rate of exchange as 
at a low rate. Unfortunately the Conamittce, wliilst 
evidently holding this view, did not give a clear 
explanation of it — indeed they scarcely attempted 
to do so. It is of interest, therefore, and of some 
importance as a basis of a correct judgment of ex- 
change policy, to attempt an explanation of the 
reasons why the Committee's views undoubtedly 
are correct. 

The effect of a high exchange upon trade and 
indilstries can become dear only if we consider the 
relation which usually prevails between the level of 
prices in general and the exchange rate. In normal 
times, as before the war, there existed between every 
country a balance as between the level of prices in 
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that country and the woi'ld’s market in poneral 
For exmn|>le, India had prices at a certain level, 
the exchange rate stood at Is. 4d., and the prices in 
the world’s markets were at a certain level. At 
these levels of prices, certain commodities were 
cheaper in India thaji outside and were exported, 
whilst other commodities were cheaper in other 
countries than here and were imported into India. 
It may he said that in international trade prices 
within the country arc balanced against prices out- 
side the country through the rate of exchange. 
There are three things capable of varying : (1) prices 
outside the country ; (2) the rate of exchange ; and 
(3) prices within the country. If any one of these 
three factors bo changed and one remain unallorod, 
then the third one must change! to balance the altera- 
tion of the first. Thus, if, during the years before 
the war, exchange had been arbitrarily put uj), say, 
to Is. Sd., prices in the world’s markets would have 
remained much the same, and the general level of 
prices in India would necessarily have fallen. 
Again, if prices outside India had risen very rapidly, 
and the exchange rate had remained unaltered, then 
Indian prices would have had to rise also to restore 
the balance. That is, in fact, what actually did 
occur during the first three years of the war. 

Since August, 1917, however, when the price of 
silver compelled Government to raise the exchange 
rate, the equilibrium was ijartly re-established by 
means of ^e higher exchange level. The rise of 
pinees in 1914-1917 was always foU^vyig 
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of prices in Snrope and the world’s markets, but it 
was lagging behind, the rise occurring more slowly, 
becauKo the expansion of the currency in India was 
slow to affect the vast area of* inland trade. As 
Indian prices lagged behind, it meant that the rais- 
ing of the exchange rate in recent years had the 
effect, not so much of reducing prices in India, as 
of stopping the further rise which would have gone 
on in rei^onsc to the continually rising world prices. 

The ground is now clear for us to examine the 
results of the rise of exchange ; and these may be 
compared with what would have happened if ex- 
cliaijge had net 1 h*<!U raiscii. We may consider 
first of all the transient or temporary effects and 
afterwards the perniuneiit results. The first effect 
of a rise in ihe exchange rate, is to stiinubite imports, 
and at the same time to check exports. The im- 
porter finds his rnpc'e will buy more of the foreign 
monies than before, so imports arc cheapened in 
terms of rupees. On the other hand, the exporter 
conumJnly sells his goods at prices fixed in pounds 
sterling, or In dollars. Whilst exchange is actually 
rising, he loses on individual transactions (except 
in so far as ho can cover his sales by opposite trans- 
actions), because he realises payment some time 
al^ter having made his purchase of goods for sale, 
and finds his sterling bill worth so much less in 
rupees. The rise of the exchange rate also affects 
sales, because the exporter is obliged to sell at the 
market price in the world’s markets, and this price, 
w^en traAs}|tt«fi into rupees nf a higher exchange 
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rate, means a greatly reduced profit, even a. loss. 
The result*^is that the rise of the exchange rate 
depresses the lirices of commodities of export, 
excepting only those for which India has jm almost 
complete monopoly of supply. 

In the case of jute, lao, and other commodities, of 
which India is practically the only important pro- 
ducer in the w’orld, the prices in the world’s markets 
are bound to rise in response to the rise of the rate 
of exchange. They did in fjict do so in 1911), the rise 
of the price of lac during the later mouths of that 
year having boon directly duo to the rise of the Indian 
exchange. In the case of a number of commodities 
of which India supplies a considerable i)art of the 
world’s supply, the rise of exchange has the effect 
of withdrawing from the world’s markets such part 
of the Indian supply {is was available only at com- 
paratively high prices ; and thus it hus a partial 
effect in raising the world’s prices. In the case of 
such commodities iis hides, Usa, ricc:, ■:and{ilwood, and 
a number of others, the world cannot got on fot long 
without using India’s supply, and thus, as European 
and American stocks become partly exhausted, the 
world price must rise sufficiently to dr.nw from India 
the greater part of her former su])i)ly. On the other 
hand, in the case of commodities of which India 
supplies but a small part of the world’s total supply, 
the price in the world’s markets will not respond to 
the rise of the Indian exchange, and the supply of 
these commodities from India may cease altogetlier, 
or can only be continued at a luAver cost of production 
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— ^in otiier words, wages and profits must fal^ or 
cheaper means of producing the oommod^y must be 
found, as by introducing improved methods or 
madiinery. 

Thus we have three classes of commodities : (1) 
Those in which India has a monopoly, and the price 
rises in the world’s markets to a degree equivalent 
to the rise of exchange ; (2) those in which India 
has a partial monopoly, and there is a rise of price 
hi the world’s markets sufficient to compensate par- 
tially for the rise of exchange ; and (3) those in 
which there is no monopoly and no resulting rise in 
the world’s market price, so that until the cost of 
production in India is reduced, its export trade 
in these commodities must be greatly reduced. The 
foregoing are the temporary and hnmediate effects 
of the higher exchange on the export trade and 
industries. The permanent effects whl be examined 
later in this chapter. 

In the case of the import trade, a rise of the ex- 
chanj^ rate must at first prove embarrassing to 
certain Indian industries which make goods in com- 
petition with foreign supply ; for example, factories 
making soap and glass and iron and steel goods 
should theoretically find the competition of imported 
goods more severe after the rise of exchange. In 
actual fact, not much trouble was experienced 
in India from this cause during the period of high 
exchange in 1919 and 1920, because prices in most 
of the world’s great industrial countries were rising 
concurrently with the rise of exdiange, so the rise of 
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exchange did little more than keep the prioes of 
many imported goods stationary, and the bidian 
producer had still a considerable margin of profit. 
When world prices started falling in the summer of 
1920, exchange was already on the downgrade. 

PBBMAnENT ErFBOTS OF HiOHBB ExOHANOB 

The effects of the iiise of exchange as just ex- 
plained, are fairly well understood by the commer- 
cial community. In actual fact the very heavy 
adverse balance of trade during 1920 and 1921 has 
led to the fall of exchange to a figure lower than 
that corresponding with the old rating of Bs. 15 to 
£1. This has delayed the realization of the new 
currency system established by the legislation of 
1920, the object of which was to fix exchange per- 
manently at 25. It may be supposed, however, tiiat 
the adverse balance of trade will work itself out 
before the end of 1923, and that, if there be no revers- 
al of the Government’s policy within that period, 
excl^go will gradually rise, v.ith fluctuations. 
The rapidity and extent of the rise of exchan^^ will 
depend upon many factors, including the revival of 
demand and the course of prices in foreign markets. 
An equally important factor, however, will be the 
internal level of prices ; and this will depend on 
the one hand on the activity of trade in India which 
depends on the monsoon, and, on the other hand, on 
the volume of the rupee circulation. The latter is 
a more important factor than is generally realized, 
and falls naturally into two divisions : the total net 
issue of paper currency, and the quantity of silver 
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mpecB in circulation. If these two taken together 
are diminishing quantities relatively to tiie volume 
of trade which has to be financed prices tend to fall 
and the export trade increases relatively to- the im- 
port trade. 

Assuming that the present policy is maintained, 
that the paper currency circulation is further dimi- 
nished, not merely by the encashment of notes, but by 
reducing the notes outstanding against securities, the 
limitation of the total volume of currency must ulti- 
mately have a predominating effect upon exchange. 
By the expedient of contracting the rupee circulation 
Government could in course of time force the 
exchange up to any level desired. 

It is not a discussion of the “ impossible ” or even 
the “ unlikely,” therefore, if wo proceed to assume 
that Government might yet realize its declared policy 
of raising exchange to 2s. and maintaining it per- 
manently at that level. It is worth while fully to 
consider what would be the economic effect of^his 
policy, and whether, as is feared in some circles, d 
permanently high exchange would have a prejudic- 
ial effect upon India’s couunercial and industrial 
future. We have already examined the transitory 
effects produced by a rise in the exchange rate. 
These arc of the nature of what economists call 
“ short-period effects.” When the exchange rate 
has been altered and it stands permanently at a 
higher level, many economic re-adjustments take 
place which eliminate the transitory profits and 
losses which are <diaracteristio of a period during 
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which exchange is rising. The permanent effects 
of a rise in exchange arc somewhat obscure, and can 
only clearly be understood comparing the situ- 
ation resulting from the higher exchange wth the 
state of things which would have prevailed if ex- 
change had remained fixed at a lower level. 

Let us assume that exchange remains fixed for 
several years at l.s'. 4</., and is then rapidly raised to 
2s. and mliintained at that level. When exchange 
is at l5. importers and exporters adjust their 
trade to that rate (tf exchange. The importer cal- 
culates whether when he has to pay Rs. 15 per £1, 
or Rs. 3 for one dollar (on gold basis), it is profit- 
able for him to import at the price quoted in England 
or America. If he sees a good profit he buys ; and 
the competition of importers doing the same brings 
down the price of the importe<l article in India to 
a level which corresponds with the price in England 
or America multiplied by the rate of exchange in 
terms of rupees. 

' The exporter makes similar calculations. lie 
ascertains the lowest price at which he can pur- 
chase the goods in India, converts into foreign cur- 
rency at the prevailing rate of exchange, and makes 
his offer to the foreign buyer on this basis. If the 
Indian price thus converted is low he will make 
big profit ; and many other exporters will soon 
come into the business and raise the price of the 
goods in India and lower the price in the foreign 
markets in which they are being sold. 

In this way the prices of both imported and 



soe SOME POPULAR FALLAGDBS 

exported goods in India become equated with the 
foreign prices multiplied by the rate of* exchange. 
Let us assume now that the ra^ of exchange is 
gradually raised to 2s. and thereafter is permanent* 
ly maintained at that ICveL Aa we have alrea^ 
seen during the change some persons will profit aw 
other persons will lose, according tb the nature <n 
the stocks of goods which they hold |ind their 
contracts and commitments. When these transited 
effects have worked themselves out the net result 
will be that prices in India will have readjusted 
themselves to the new level of exchange. Importers 
will still calculate in the same way, and will find 
that they can thake a profit at a lower selling price. 

‘ Competition of importers will therefore bring down 
' the price in India in the same proportion as exchange 
was raisc(j. Exporters will find that they cannot 
make a profit if they export goods bought in India 
at the prevhiling level of prices. The export trade 
languishes, therefore, until the^rice of the Indian 
goods has fallen in India and risen in foreign 
markets sufliciently to counterbalance the new ratio 
of exchange. 

The effect of the high exchange is to reduce the 
prices in India, both of goods imported and goods 
exported. But practically all goods may be either 
imported or exported. If the price of any kind of 
article does not fall when exchange is raised, that 
hind of article, or substitutes for it can be imported 
at a profit and thus its price will be forced down. 

It is clear therefore that when the hi|^er level 
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exchange is established and maintained nnaltered, 
a rcducticoi of the general level of prices in India 
must take place by a corresponding proportion. 
There is, in fact, an inexorable equation which must 
be satisfied. If P means price in foreign countries 
and p the price it| India, and e the rate of exchange, 
j^cn it must always be true in the long run that : 

P X SB# p. 

This equation must l)e satii^ed after the period 
which is necessary for the various economic adjust- 
ments to take place — say, two or three years. 

The meaning of the equation will be perfectly 
clear when it is expressed in figures. If wc denote 
the price-level in foreign countries, by 100 and in 
India by 1,500 when exchange is 1^. 4d., we may 
write — 

lOOxRs. 16=R8. IW. 

and, the new level of prices resulting fron\ the rais- 
ing of exchange to 2s. will be represented thus — 

100 xKs. lOaRs. 1,000. 

In other words the price-level in India will have 
fallen in the proportion of 150 to 100, or to two-thirds 
of its former level. 

It may be said that this is <jtiite a simple equation; 
but that it does not prove that Indian trade 
and industries will not be injured by the per- 
manently high level of exchange. No obvious proof 
can be given to a person who is not acquainted with 
the economic causes which determine prices. The 
price which tends to be established in any market 
is such as will call forth from the sources of supply 
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such a quantity per annum as will be absorbed by 
the demand &t that price. Various parts of the 
total supply are produced at differing costs of pro- 
duction ; also the quantity demanded becomes 
large the lower the price. Hence, there must be 
some point at which the twa balance ; and this price 
will actually become cstoblishcd unless disturbing 
factors intervene. The establishment of a lower 
level of prices in India will gradually extend to all 
kinds of goods and services. Wages will be lower ; 
and even rents of luml and houses, unless other eco- 
nomic forces, such as jfrowth of ]M)i)ulation, over- 
ride the general ctl(‘ct of exchange. With tritling 
exceptions due to local or special causes tlu' costs 
of production of all gootls will fall in the same pro- 
portion as tlie general isrice-level. Thus, the full 
volume .of the annual supply of the commodity will 
bo maintained at the lower price, and the profits 
will bear the same proportion to the price as at 
the former higher price-level. When all the econo- 
mic adjustments have come about the relative prices 
of all goods and services will be the same as they 
were at the highd)* price-level. All that will have 
happened will be that the purchasing power of the 
rupee in terms of quantity of commodity purchased 
will be increased in the same ratio that exchange is 
raihed. Whereas now the rupee will buy only 2 
yards of Indian-made cotton cloth of a certain 
quality, it will then, with exchange at 2j!., buy 3 
yards of the same quality owing to the lower price 
level in Hidia ; and the price of wheat will, on the 
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average of good and bad seasons, change front six 
seers to nine seers for the rupee. 'When exchange is 
permanently high all work and trade will proceed as 
profitably as if exchange were low, the only differ- 
ence being a lower level of prices in general. We 
may remember the formula : High exc1ian<ief low , 
mSSJUJm exchmpc, h [oli^jrices. 

The process m remfjnstirteiit cannot, however, bo 
equally smooth in all industries. Earlier in this 
chapter wc distinguished different classes of indus- 
tries ; and we may enquire brielly liow the economic 
readjustment.s, resulting from fixing and maintain- 
ing a high rate of exchange, will affect each class. 
The “ national monopoly ” industries, such as jute 
and lac, were, as w(> saw above, able to protect them- 
selves by f»btnining a eorreN2>onding rise in the 
world’s market prices ; but this will be a temporary 
rise of price only, because with the lower general 
level of prices in India, the cost of production iit 
these industries will gradually fall. There is no 
real monopoly, because the multitude of producers 
of both jute ami lac do not combine to maintain 
prices. By competition junongst ^themselves, thCir 
sale price will be reduced to tfie cost of production ; 
and this latter will fall to a level correspoudiilg 
with the rate of remuneration prevailing for people 
of the some standard of living and having a similar 
degree of skill in other occupations. The cost of 
production, indeed, is bound to find ite owh level. 
The only obstacle to its falling would be fodnd where 
reuts of agricultural land were formerly below tlM 

Us 
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economic level and, having been raised, it would be 
difficult to get them down again. However, culti* 
vators of jute, cotton and similar export commodi* 
ties, have probably not been prospering long enough 
for rents to l)e permanently raised. 

The industries of class (2), producing goods in 
which Lidia has a partial monopoly, or a large share 
of the world’s supply, will be affected in a similar 
manner .to the above de.scribed “ national ” indus- 
tries ; and their cost of production will also settle 
down to the new general level of prices. The third 
class of industries, those in which India has no 
monopoly, will gradually recov<*r their places in the 
world’s luarki'ts, as there will be a corresponding 
fall of the cost of production in those industries. 
The general economic law of international trade', 
called in its old fashioned statement “ the doctrine 
of oompnrativo costs ”, comes into effect. Prices 
and costa of production mast readjnst themselves, 
so that the commodities which India can produce 
eomparatively more cheaply than other commodities 
will take their place in the export trade of the 
country. This is . true in the case of every com* 
modity np to a certain limit for its volume of pro- 
duction in the country — or np to a certoin ** mar- 
gin,” as economists say, w'hich is determined the 
lau; of diminishing returns. 

The net resiult is that, after the period of readjust- 
ment, which may take from three to five years to 
complete itself, all the industries will be in the same 
relative position to one another as before the rise 
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of the rate of exchange. This ^viU undoubtedly be 
the general result, the only difPerenoe whidh may 
remain being the above mentioned case of rents, and 
such improved methods of production as may have 
been introduced into industries in the meantims, 
perhaps as the result of the need of more eoonomioal 
methods of production when the pressure of falling 
prices began. A further qualification is neoessary 
if the above statements are to be soientifically ao> 
curate. Wherever in the foregoing paragraphs a 
fall of the level of prices or a lower cost of produc- 
tion is mentioned, it should be understood that 
world prices are considered to be stationary. It is 
only a rdative reduction of prices and costs which 
is referred to, and such a relative reduction would 
take place if world prices continued rising, whilst 
prices and cost-s in India remained stationary. On 
the other hand, if world prices are falling, a relative 
reduction means a more rapid fall in India. 

Looking hack over tin* Ltregoinf.' arguriHints, we 
sec that the general result of establishing exchange 
at a pennanontly higher level will he to give the 
rupee as the monetary unit a greater i)urcliasing 
power than it would have ha(l if exchange had not 
been raised ; hut its relative purchasing power as 
between different commodities will remain unchang- 
ed. Hence, the net result of the permanently higher 
exchange level is simply to cause an appreciation of 
the currency. The transition period is, of course, 
uncomfortable for all persons engaged in foreign 
trade, and partcularly for those producing foi; 
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cApfurt ; but when the transition is passed through 
t]^y will be in Ibe same position as they were before ^ 
tbe change beg^> Those classes and persons may 
suffer loss and inconvenience daring the inevitalde 
period of transition, but they made great profits 
during the war before exchange was raised. 

In the foregoing arguments it has been assumed 
that exchange could be forcibly raised and main- 
tained* This, however, is on economic fiction, as 
Government learnt to its heavy cost in 1920. It is 
not strictly accurate to regard the exchange rate as 
capable of being varied at will, and to assert that 
the price-level must change in India in correspond- 
ing proportion. The price-level may indeed prove 
obstinate and refuse to come down. In that case it 
would be impossible to maintain the high rate of 
exchange. 

In actual fact it will probably be necessary for 
Govermuent to take uetiuu in regard to both vari- 
ables — the rale of exchangi* and the total volume of 
the rupee circulation. The coutraction of the cir- 
culation must tend to brmg down prices in India 
and that will tend automatically to raise exchange. 
Artificially raising the rate of exchange by the 
sale of Iteverse t-ouneils tends to reduce the circu- 
lation in India, if the currency notes paid for the 
Reverse Councils be cancelled, or if rupees or gold 
be*withdrawn from circulation or from the Paper 
Currency Re.serve by the transference of funds of the 
Gold Standard Reserve to India. In ffiose ways 
both results will be brought about at the muha Gma, 
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namely, a higher rate of exchange and a lower price* 
level in India. This is the only way in which fho 
policy of a permanent 2;$. exchange could be brought 
into operation. 

There are many economic truths which are clear 
as daylight to economists i)racti8ed in the study of 
the theories of exchange and prices, but which arc 
very difficult to explain clearly to tlie popular 
reader. It is lo be hop(*d, however, that anyone 
who has carefully followed the reasoning of the 
foregoing pages will be convinced that once the rate 
of exchange had been raisi‘d as just described, and 
all the economic readjustments had come about, no 
permanent economic burden would be laid upon India 
thereby. Stated brielly there would be fewer rupees 
in circulation, and each would buy more than it 
did before. Indian capital would be worth fifty per 
cent more in repayment of foreign debts and when 
invested abroa<l ; and the currency system would 
have the advantage of being more adequately pro- 
tected against disturbance by the j isc of the price of 
silver. 
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THE PRICE OF BAB SILVER IN LONDON. 
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Appendix II, 

POEMS OP IIUNDIS. 

There is an ancient eustomaiy form in which hnndit are drawn, 
which varies but little in esHential wonlin}; throughout India. There 
are ** usance '* huiidis, due after a coitaiu lapse of time, which ai‘e 
iisualljr draw'n pa^'able at dO «r .(U diiys after sight, and “ demand ** 
huiidif, payable on dcMnand like cheques but drawn by the creditor, and 
equivalent to “ sight bills *' of European commerce. The forms of both 
aro full of onrioiis coinpliments and^archnic expressions. An example of 
each kind is given here, with a liteml translation. The statement of 
half the amount payable is inserted no as to make fraudulent altcmtion 
iiioi'e didicnlt. 

rHA-XCK lIl'NIU. 

To Sidk Sn Indore ma/ta gnbh sntanh bkai Ala Bakth Mad ho 
Lai lihhi Vjjain ae Jiam lUhan Lai ka Bam Ram hanchna, 
Appraneh Jinndi 1 ntpia ankre itarhU tan jiika nima rupia 

earhe hara gau ka duna pttra athe rakha. The Bank of Indore Limited 
pag miti Bhadwa gudi S ge din GO gath pichhe jiame gah jog ffundi 
chalan kaldar dija miti Bhadwa gudi 8 Samicat 1^8, 

Lits£al Tbakslatiok. 

To the most propitious place Indoi'e Messrs. Ala Bakhsh and 
Madho Lai written from Ujjain Ram Bihari Lai sonds greetings* 
Furthermore one* hundi for rupees 2,500 in words twenty >tive hundred 
the half of w'hich is tw^olve hnndind and hfty pay double of this to 
the Bank of Indore, LimiU'd, from Bhadwa sudi 8 after 60 days in 
current money with Emperor's head after due inquiry. Bhadwa sudi 
8 Samvat 1978. 

In this case Ham Bihari Lai of Ujjain is the drawer, Messrs. 
Ala Bahsh and Madho Lai of Indore are the draw'ees, who owe the 
monfy, and the Bank of Indore the payee. ,Jpie date is given in the 
Samvat calendar as sudi 8 in the month B^dwa of the year 1978 of the 
Samvat ora, which is equivalent to the 9th September, 1921. The first 
date is that from which the hundi is current, and the second the date on 
which it was drawn, in this rose the same. The original bears the 
drawees* acceptance, the signature being written across, 

* ** not 




Appendix II — eontd. 

Dxmakd Hukpt. 

SArt MA Caumporr dufika^than shri pair* hh^i IRom /.«/ Mitt 
^arain jog likhi Pragji so Hoot S(Uh Chomtu hoi ki Jiam Mam 
banchno. jtpe Aun^i Uta vk ap vpar kio rupia 5/>0 atikan ponrA sau 
ke nime do sou pachas kc dhuna pure dt »a, YaUan rakha bhai 
petial Bank of India^ Allahabad vale kr miti kalik sudi teras so 
paAunrJhc dam dkani Jog /dna jahta rupia bajar cAolan hundi ki rik 
tkikanc lagaye dam ckaukas kar dena^ Xfiti kuar sudi icras Somvat 

ms. 

Litkbal Tbanslation. 

To the auipicioufi place Cawnpoi^ thiA {^ood Idler is MTittaa ffom 
Prayag. To Meiurt. Knm Lai, liar Namin, Mimiirfl. ICaiu Nath* 
Chandu Lai send greetiag94 Wo have drawn on yon Ihia one hundi for 
Fa, 500, in worda Kiipeea Five lluiulrtd, half of which ia Uupoes 
Two Hundred and. Fifty, the full tlotihlc of which pay here to Monwra. 
the lini>crial Bank of India of AHai.ahu^l, on dcinaiul after Kufiv 8iidi 
ieraa which plcaae pay to the known party williouL commiaaltm in tliP 
current cuiToiicy of the place after making c.iivful eii(|uiry. Dated 
Ktiar Sudi tcraa Sanivat 1078. 

1 he phiuao in the cuiTeiit ciuTcncy «»f the jdace** is a relic of the 
eighteenth and early nineteenth ciMiturica when the (Iiit>Hl confuaion pre- 
vailed in the cuiTency, and rnpotfN of different weighiH, and other ooint^ 
were current in diifeivnt parti of India. 
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Affsnsix III. 

Statement tfthc Affaire if the Imperial Bank of Inlia on the 30th 
December f X921, 


LIABILrriBS. Bs. 

ijm's. 

Snbioribed Oapitftl ... 11,23,96 

Ospital paid up... r..62.24 

BeMrre ... .. 3,21,79 

Public D^oaita ... 6,79,99 

Other Depoeita... ... 90,62 

Loam agaimt aaouritlea per 
ocmtxa ... ... 39,91 

Contingeut liabilitiea 

Sundriaa ... ... 1,69,45 


ASSETS. JKf. 

ijme, 

! Qoreruttieut Soouritioa ... 11,12,16 

Other authoriied aeoiiritiea 

under the Act ... ... 1,32,69 

Loam ... ... 18,67,43 

Coah Credita ... ... 95,25,83 

Inland bille diacouuted and 

purohaaed ... ... 10,28,88 

Foreign bills discounted and 

purchased 2,01 

Bullion ... *«* 9 

Deadstock ... ... 2,38.93 

Liabilitj of conatiluouts for 
contingent liabilitiea per 
contra ... 

Sundries ... fTT 8),73 

^ Balances with other banks ... 10,01 

"i^,96,16 

Oaeh ... ... ... 18,65,84 


Bupeee ... 88,54,00 Bupeee ... 83,54,00 

The above balance abeet indudea— 

£ s. d. 

Beperita in London ... ... ... ... 43.400 8 0 

^ AdTiaeai tn London ... ... ... 84M00 0 o 

Cash and bsUhOM at other Ssnks in London ... ... 68,194 0 0 

N. M. MUBRAY, (Qffg.), 

Managing Qonemer* 

Femntage 18*88. 

Bank nte 7 per eent,. 
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YlV-^contd. 

The weell^y lUtemeot of Uic luiprrml Bnnk i» a balance ebeet ; but 
the cornKpondiu^ items are named and anangod ditferently from those 
of the oicUnavv btink balanoc sheet dc«oi‘ihed in Chapter V I (see pages 4dr 
to- 59). On the Liahilitics sMc the Reserve fund is merely called 
“ Reser\'c the *• Public l^eposiis*’ tne^nis the dep«>KitB of tlovemment 
and “ Other Deposits'* those of tho publie. liOatis against serurities 
j*er cQntr<i “ repreftcnts sums which the Panic has horrowod against some 
of its “ Goveriiment securities/* or “other authorised securities under tho 
Act/' included in tho totals on the >. saclsside. “ Sundries " means 
inxoeellancous liabilities. 

On the A ssets side “ tBovernment secunties/* represent the invest* 
incnts made by the Hank in (tovemment loans. “Other autho- 
rized scH'oritioH under the Act " are the nank*8 investments 
in Municipal, Pori Trust, and otl cr loans nr debentures which the 
Hank is aulhoriscd to invest in under the Act. “ Palances with other 
Ttanks ** ai^ balances of the jiccMunts oj^ned witli other Banks to facilitate 
Collection ;i!ul |wi.vinrnt of chc<jucs. Hr., (hcc ]»agc K9). “ Bullion *' is the 

amount (f Odd and or Silv<*i held hv tie Hank. “Cash** repreHcnlM the 
balance of cash in hand. These five ituns tsiken together would eonsti* 
tulc the “ Ucscivc*’ of an ordinary conitiiercial bank ns describiHl at tho 
boitom I f paffc l«8 ; but for u <-e!itral bank, s«ich ns the Imperial Hank, 
the eash reserve is the important item. The ligiin* of poiventage stated 
at tbc foot, namely, is the pciventage whicli the cash croros) 

bears to the “outside'* lia>i»lilics, namely, the dcjioslts, loans and 
sundries, which total Rs. Tl- cri»res: and it j> vciy carefully watched. 
The hills disi'ounted .and purchased arc siatcl as in the usual bank 
balance sheet, except for the distinction of foreign from inland bills. 
The siniillness of the amount of foreign bills is due to the restriction 
in the Act against undertaking exchange business for the ]*ublie fsoe 
page B2). “Dead-stock" means the Bank's preiniHCs, furniture and 
inoTcahle property (other tlian m'-T'.ev and bullion), which are probably 
taken in at less than its market v.iluv ; and “ Sundries ’* includes a 
vanctv of'iuisrellancrius assets. 
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